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Manjit S. Yadav 


The Decline of Conceptual Articles 
and Implications for Knowledge 
Development 


This article presents a framework for understanding and revitalizing the important role of conceptual articles in the 
development of knowledge in the marketing discipline An analysis of 30 years (1978—2007) of publishing data from 
major marketing journals indicates that conceptual articles are declining, despite repeated calls for more emphasis 
on this form of scholarship The sharpest decline has occurred in Journal of Marketing (JM), with much of the shift 
occurring over the past decade Many substantive areas remain largely unexplored in conceptual articles Over this 
30-year period, conceptual articles published in JM have disproportionately more citations relative to their numbers, 
attesting to the importance of their role in knowledge development Addressing the decline of conceptual articles 
and restoring their synergistic balance with. other forms of scholarship will require concerted efforts on several 
interrelated fronts the current generation of scholars, doctoral programs and students, journals, reviewers, and 
review process, and promotion, tenure, and incentive systems 


Keywords knowledge development, theory construction, scholarship patterns, research innovation, idea creation 


and evaluation 


Ithough impactful scholarly work can appear m a 
variety of different forms, the significance of con- 


ceptual articles—contributions that focus primarily 
on theoretical advances without relying on data—is widely 
acknowledged 1n marketing and other social sciences Since 
1974, the Journal of Marketing’s (JM's) Harold A Maynard 
Award has recognized 37 influential contributions, 28 of 
which are conceptual The Sheth Foundation/Journal of 
Marketing Award recognizes one article each year that has 
made the most significant, long-term contribution to the 
marketing discipline From the award’s inception in 2001, 
six of the seven articles to receive this honor have been con- 
ceptual A perusal of the nominated works of recent winners 
of the Paul D Converse Award, which recognizes lifetime 
scholarly achievements in marketing, reveals numerous 
mentions of conceptual articles Recent commentaries on 
the value added by conceptual articles note that this form of 
scholarship 1s crucial for maintaining a discipline’s long- 
term vitality (MacInnis 2004, Stewart and Zinkhan 2006, 
Webster 2005) 
Over the years, JM has sought to establish a position of 
leadership for publishing breakthrough conceptual articles 
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in the marketing discipline (for an editorial and literary his- 
tory of the journal, see Kerin 1996) When former editor 
Jerry Wind (1979) found JM at what he referred to as the 
“crossroads,” he lamented the lack of theoretical work and 
called for efforts aimed at strengthening its scholarly cre- 
dentials In the ten editorial transitions that have occurred 
since then, editors have kept on the center stage issues 
related to theoretical work and how the discipline can facil- 
itate theory building For example, almost a decade after 
Wind, editor Roger Kerin (1988, p 3, emphasis 1n original) 
emphasized the need for "innovative work on theory that 
brings to light new concepts 1f JM 1s to fulfill its editor- 
ial promise" (for a recent, similar editorial perspective, see 
Rust 2006) In addition, periodic essays 1n this journal have 
noted that the discipline's "major challenges are concep- 
tual" (Webster 2005, p 6) and must be addressed by placing 
greater emphasis on “the generation of big 1deas" (Staelin 
2005b, p 21, see also Sheth and Sisodia 2005) 

Given the often-voiced significance of conceptual arti- 
cles aimed at theory building, it 1s noteworthy that there has 
been no concerted effort to conduct a comprehensive, long- 
term examination of changing scholarship patterns pertain- 
ing to such articles in major marketing journals Ewald 
Grether (1976), a former JM editor, reviewed the first 40 
years (1936-1976) of the journal and found a fairly low 
proportion of conceptual articles—ranging from 2 7% 
(1940-1943) to 14 3% (1956—1959) of all articles Approx- 
imately 20 years ago, the American Marketing Association 
(AMA) Task Force on the Development of Marketing 
Thought (1988) examined a broad range of issues affecting 
the marketing discipline, including the 1ssue of theory and 
theory-building articles The task force's report had a much 
broader agenda and did not present any detailed data regard- 
ing changing scholarship patterns in marketing However, it 
expressed a concern about the “lack of published journal 
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articles that review past research and integrate that research 
to provide new conceptualizations of marketing issues” (p 
19) More recently, MacInnis (2004) reiterated such con- 
cerns and called for a closer examination of these trends 

How have long-term scholarship patterns related to con- 
ceptual articles really changed 1n major marketing journals, 
following the appearance of the AMA task force's report 20 
years ago? To what extent has the discipline been respon- 
sive to repeated calls for more conceptual articles? Has 
there been a shift 1n the substantive focus of conceptual arti- 
cles over the years? What 1s the impact of conceptual arti- 
cles as indicated by citation data, and what are the charac- 
teristics of the most highly cited conceptual articles? What 
implications do answers to these questions have for knowl- 
edge development in the marketing field? 

In this article, I explore these and related questions that 
are vital in many ways to the discipline as it continues to 
mature and move forward I present a framework for under- 
standing the significant, multifaceted roles of conceptual 
articles in knowledge development in the marketing disci- 
pline Detailed longitudinal data on scholarship patterns 
over 30 years (1978-2007) from four journals that are 
widely recognized as major publication outlets 1n marketing 
are examined JM, Journal of Marketing Research (JMR), 
Journal of Consumer Research (JCR), and Marketing Sci- 
ence (MKS) To explore changes occurring beyond this set 
of journals, publishing trends ın an additional highly 
ranked, broad-based marketing journal, Journal of the 
Academy of Marketing Science (JAMS), are also discussed 
In particular, this article examines changes over the years 1n 
the number of conceptual articles A conceptual article is 
defined as one that focuses primarily on theory develop- 
ment and does not present data and/or analyses for purposes 
of theory testing (Additional definitional and coding details 
are discussed subsequently ) A finer-grained analysis of the 
234 conceptual articles published in JM during this period 
1s also presented, including the theory-building strategies 
shared by a select group of highly cited conceptual articles 

The article 1s organized as follows To frame the discus- 
sion of specific issues that are unique to conceptual articles, 
I begin by contrasting the contexts of “discovery” and "qus- 
tification,” followed by a discussion of the significant role 
of conceptual articles in knowledge development Publication- 
related data from major marketing journals from 1978 to 
2007 are then presented, with a particular emphasis on con- 
ceptual articles published in JM The article concludes with 
a commentary on the implications of the findings for 
knowledge development 1n marketing 


The Contexts of Discovery and 
Justification 


The Context Distinction 


To understand scholarship patterns ın marketing, ıt 1s useful 
to briefly discuss the distinction between the context of dis- 
covery and the context of justification (for an overview of 
recent perspectives on this distinction, see Shickore and 
Steinle 2006) In general, the context of discovery 1s related 
to the conception of new 1deas (e g , new constructs) or to 
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the creative synthesis of existing ideas (e g , new relation- 
ships between well-accepted constructs) The context of 
justification 1s the realm 1n which data and analytical proce- 
dures are employed to establish the plausibihty and accept- 
ability of these ideas (Hunt 1991) Together, both contexts 
advance theory development As discussed subsequently, 
the role of conceptual articles 1s not limited only to the con- 
text of discovery For example, 1n the context of justifica- 
tion, conceptual articles perform an invaluable function by 
critiquing and integrating extant theoretical perspectives 

The distinction between these two contexts can be 
traced to Reichenbach's (1938) 1nfluential-—and controver- 
sial—book Experience and Prediction, m which he made a 
sharp demarcation between discovery and justification pro- 
cesses involved m knowledge development It was not the 
distinction per se that was controversial but rather Reichen- 
bach's assertion that epistemology must concern itself only 
with “constructing the context of justification” (p 7) That 
1s, while the logic of justification-related processes could be 
systematically analyzed and critiqued, the logic of discov- 
ery was not amenable to such scrutiny 

Reichenbach’s (1938) distinction between the contexts 
of discovery and justification and, more important, the 
implications of that distinction had a profound impact on 
how philosophers of science thought about what should and 
should not be on their agenda (see, eg, Popper [1934] 
1959, Siegel 1980) For decades, issues related to discovery 
processes remained largely off-limits—the proverbial 
“black box” that could not be opened It was not until the 
publication of Hanson’s (1958) ground-breaking Patterns of 
Discovery that issues related to the initial stages of conceiv- 
ing or inventing a theory were subjected to careful analysis 
In sharp contrast to the prevailing views at that time, Han- 
son argued that there 1s considerable value in exploring the 
“logic of discovery" and that such exploration 1s indeed fea- 
sible Hanson's historical analyses reflected his deep inter- 
est 1n understanding how theories are conceived and devel- 
oped and how extant theories create path dependencies in 
the pursuit of knowledge 1n a scientific community It was 
largely due to Hanson’s work that the study of discovery 
processes 1n scientific endeavors acquired some measure of 
legitimacy Nevertheless, the legacy of Reichenbach’s 
(1938) admonishment to steer away from examuning issues 
pertaining to discovery continues to weigh heavily on a 
broad spectrum of disciplines 1n both the natural and the 
social sciences 


Implications of the Context Distinction 


An important implication of the discovery-justification dis- 
tinction 1s that while an extensive range of methods and 
approaches has been developed for evaluating the justifica- 
tion phase of knowledge development, much less 1s known 
about how the output of the discovery phase should be eval- 
uated Furthermore, as Kordig (1978) observes, 1t 1s difficult 
to demarcate explicitly where discovery completely ends 
and justification begins Because discovery-related activities 
can and do occur during the justification phase, evaluation- 
related challenges are more pervasive than what might be 
expected, they are not limited only to the discovery phase 


Effectively managing the fine line between discovery- 
and justification-related considerations takes considerable 
effort and skill on the part of authors, reviewers, and edi- 
tors, who must collaboratively arrive at a mutually accept- 
able set of knowledge claams Recent writings on this topic 
suggest that these difficulties are not limited to but are par- 
ticularly accentuated ın the case of conceptual articles (e g , 
Hambrick 2007, Stewart and Zinkhan 2006, Sutton and 
Staw 1995, Weick 1995) For the evaluation of such contri- 
butions, less structured heuristic appraisal criteria play a 
more important role, and reaching closure through a process 
of negotiation among authors, reviewers, and editors can be 
challenging Reflecting on their experience as journal edi- 
tors in marketing, Stewart and Zinkhan (2006, p 477) 
observe that “it 1s more difficult to get conceptual articles 
through the review process " Speaking from the perspective 
of research 1n management, Sutton and Staw (1995, p 381) 
discussed the well-intentioned but, 1n the end, counterpro- 
ductive demands during the review process that make ıt 
almost impossible for many breakthrough conceptual ideas 
to emerge simply because appropriate data are unavailable 


The problem with theory building may also be structural 
Journals could be placing authors 1n a double bind Con- 
tradictory demands for both strong theory and precise 


measurement are often satisfied only by hypocritical writ- 
ing Theory is crafted around the data The result of 
these omissions 1s that the craft of manuscript writing 
becomes the art of fitting concepts and arguments around 
what has been measured and discovered 


These sentiments are echoed by Markus and Saunders 
(2007), who describe 1mpediments to theory development 
in the information sciences area, noting that the contribu- 
tion of theory-building articles 18 often regarded as unac- 
ceptable 1f supporting empirical evidence ıs also not pro- 
vided 1n the same article The frequency and similar nature 
of such concerns across disciplines points to their systemic 
nature, most likely stemming from the same source 
evaluation-related challenges created by the often-conflicting 
demands of the discovery and justification phases of knowl- 
edge development 

As noted previously, conceptual articles have an impor- 
tant role 1n both the discovery and the justification phases of 
knowledge development To discuss this role in greater 
detail, the next section presents a framework for (1) under- 
standing the synergistic links between conceptual articles 
and other forms of scholarship (Figure 1) and (2) delineat- 
ing specific theory-building strategies of influential concep- 
tual articles in marketing (Table 1) 


FIGURE 1 
Multifaceted Roles of Conceptual Articles and Strategies for Theory Development 
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Notes In this framework, adapted from Darden (1991), feedback loops between different stages of knowledge development are not depicted for 
presentational clarity (see dashed arrow from box “Improved Hypothesis") In reality, each stage can have feedback loops to one or more 
previous stages In addition, although the problem/domain definition stage generally represents the initiation of knowledge development 
in a new substantive area, this does not preclude the pursuit of alternative paths For example, the test of a provocative (but not com- 
pletely understood) hypothesis may sometimes be the starting point for a new research program 
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The Significant Role of Conceptual 
Articles in Knowledge Development 
and Insights from Selected 
Influential Contributions 


Conceptual Articles 


In line with the work of MacInnis (2004), the broad spec- 
trum of research endeavors that appear ın the marketing lit- 
erature can be categorized into four groups on the basis of 
two underlying characteristics conceptual content (present 
or absent) and empirical content (present or absent) First, 
in general, predominantly “descriptive articles” that have no 
conceptual or empirical content are inappropriate for acade- 
mic journals and thus merit no further discussion Second, 
“data-driven articles" are characterized by empirical analy- 
ses that are done ın the absence of any compelling concep- 
tual content Third, "empirical articles,’ representing the 
vast majority of published articles, contain both conceptual 
and empirical content The relative emphasis on conceptual 
versus empirical content can vary across such articles (e g , 
hypotheses-driven, interpretive, and meta-analytic empirical 
approaches) Fourth, “conceptual articles" focus primarily 
on theoretical development and do not present data and/or 
analysis for purposes of theory testing There can be consid- 
erable variation 1n the scope, content, and structure of such 
articles Conceptual articles may present theoretical synthe- 
ses (e g, theoretical reviews, integrative frameworks), 
develop completely new 1deas (e g , novel theories, proposi- 
tional inventories, analytical models of unexplored phenom- 
ena), or direct attention to substantive domains that have not 
received adequate attention. This article recognizes and dis- 
cusses these multifaceted roles of conceptual articles, 
though the primary focus remains on issues related to 
theory development 


Significance of Conceptual Articles’ Multifaceted 
Roles 


To facilitate discussion of the multiple roles of conceptual 
articles and their significance, ıt 1s useful to briefly revisit 
McGrath and Brinberg's (1983) analysis of how knowledge 
develops through an interplay of the substantive, concep- 
tual, and methodological domains of a discipline Placing 
the individual researcher at the center of their analysis, 
McGrath and Brnberg noted that a new research project 
may be motivated by a specific substanttve issue, a concep- 
tual 1nterest, and/or a desire to explore a methodology Over 
time, through a confluence of these three domains over 
numerous projects and researchers, advances occur in the 
knowledge base of a discipline Depending on researchers’ 
paradigmatic leanings, there can be considerable diversity 
in terms of ontological (nature of reality), axiological (over- 
riding goals), and epistemological (nature of knowledge 
generated) assumptions as a discipline moves forward (see, 
eg, Hudson and Ozanne 1988) Effectively harnessing this 
plurality of views and approaches 1s challenging, but it also 
enriches the disciplinary discourse and provides opportuni- 
ties for new knowledge development through metatriangu- 
lation (Lewis and Grimes 1999) 


Against this broad backdrop, Figure 1 depicts the incre- 
mental evolution of knowledge 1n a discipline The frame- 
work, adapted from Darden (1991), builds on the perspec- 
tive that, 1n general, knowledge development is a gradual 
process 1n which key building blocks are added over a long 
period For purposes of exposition, this period can be 
viewed along the contexts of discovery and justification that 
were discussed previously Conceptual articles play a key 
role along this entire continuum Their role 1n the first con- 
text (1€ , 1dea generation 1n the discovery phase that could 
initiate theory development) often receives most of the 
attention 1n discussions of such contributions to the litera- 
ture A key strength of conceptual articles in this context 1s 
that their creative scope can remain relatively unfettered by 
data-related limitations (e g , 1n the case of emerging phe- 
nomena in which little or no data may be available) How- 
ever, just as important in the knowledge development 
process 1s the less recognized role of conceptual articles 1n 
the justification phase Conceptual contributions in this 
phase take stock of emerging empirical evidence, concepts, 
and explanations—ncluding the underlying ontological, 
axiological, and epistemological assumptions Theoretical 
understanding of a focal phenomenon evolves from the col- 
lective, synergistic research efforts that occur 1n the discov- 
ery and justification phases ! 

Additional details about the two important roles shown 
on the right side of Figure 1 are discussed 1n the next sec- 
tion (for an overview, see Table 1) A key point here 1s the 
interrelatedness of these two roles, not just between them- 
selves 1n the context of conceptual articles but also with 
other empirically based contributions that may emerge over 
time 1n a given substantive area Conceptual works are syn- 
ergistically intertwined with other conceptual and empirical 
contributions Like species in a complex ecosystem of 
knowledge development, they not only compete with each 
other for attention 1n a community of researchers but also 
exhibit multiple 1nterdependencies When one key element 
in the mix of contributions 1s removed or altered signifi- 
cantly, knowledge development processes are likely to be 
affected—often in unanticipated ways Each discipline must 
collectively negotiate a balance between conceptual and 
empirical contributions to maintain a vibrant environment 
for knowledge development Although it 1s unclear where 
this balance lies for marketing as it evolves, changing schol- 
arship patterns suggest that this issue merits active debate 
and discussion 


Insights from Influential Conceptual Articles 


As noted previously, conceptual articles have an important 
role along the entire discovery—justification continuum of 
the knowledge development process (see Figure 1) To 
show the applicability of the framework depicted in Figure 


IReaders interested ın a formal discussion of what constitutes a 
"theory" are referred to several excellent sources 1n the literature 
(see, e g , Hunt 1991, Sutton and Staw 1995, Zaltman, LeMasters, 
and Heffring 1982) Some key characteristics typically highlighted 
in these discussions are a structured set of statements representing 
a focal phenomenon's explanation, empirical verifiability, and 
some lawlike generalizations 
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] to the marketing discipline and to develop 1nitial insights 
into how impactful conceptual articles are ciafted, this sec- 
tion explores characteristics shared by a select group of 
highly cited conceptual articles in JM Specifically, one 
conceptual article with the most citations for each year from 
1978 to 2007 was selected to get a broad spectrum of arti- 
cles across the years ? A few additional noteworthy concep- 
tual articles (e g , award winners) are included 1n the discus- 
sion because they provide useful insights into the crafting of 
conceptual contributions In the discussion that follows, 
although only a limited number of articles that are most 
useful for purposes of exposition are referenced ın the text, 
by no means 1s 1t umplied that articles not referenced in the 
text are less 1mpactful 

To organize the discussion about how leading concep- 
tual articles 1n marketing have crafted theory, I build on 
Darden's (1991) work and what she refers to as "strategies" 
for theory development (see also Zaltman, LeMasters, and 
Heffring 1982) According to Darden, a variety of different 
approaches are reflected in how theory development activi- 
ties are performed in a given discipline These approaches 
can be grouped into several meaningful categories, each of 
which 1s comprised of a fairly homogeneous set of strate- 
gies that facilitate theory development As Table 1 shows, 
these strategies can be grouped into two broad, higher-level 
categories (1) strategies aimed at initiating theory develop- 
ment and (2) strategies aimed at theory assessment and 
enhancement This section describes these strategies in 
more detail, along with specific exemplars of some of the 
most highly cited conceptual articles 1n marketing 3 


Strategies for initiating theory development These 
strategies can be organized into four categories (1) use 
analogy, (2) invoke a theory type, (3) move to another level 
of analysis, and (4) use interrelations First, the use of anal- 
ogy can be an effective strategy for initiating theory devel- 
opment in a new or emerging substantive domain by com- 
paring some elements of that domain with an existing, 
familiar domain In essence, by juxtaposing the familiar and 
unfamiliar domains, this strategy attempts to generate new 


2Given JM's traditional strengths 1n publishing conceptual arti- 
cles, an in-depth focus on the most prominent articles 1n this jour- 
nal was considered appropriate for this exploratory analysis The 
articles were selected on the basis of citation data from the Social 
Sciences Citation Index, collected during July 2008 Although the 
discussion presented here focuses primarily on crafting conceptual 
articles, key 1deas also apply more broadly to other types of 
theory-building work (eg, constructing theory for empirical 
investigations) 

3These strategies are not meant to represent an exhaustive set of 
possibilities, and 1ndividual researchers 1n a discipline are likely to 
discover other innovative approaches for crafting theoretical 
advances in conceptual articles Darden's (1991) account, based 
on theory development strategies 1n natural sciences, includes 
some additional approaches that are not discussed 1n detail here to 
keep the discussion focused on strategies that are likely to be more 
applicable in social sciences (particularly marketing) In some 
cases, to conserve space, I have combined different strategies that 
share some similarities The strategies included in this section 
have distinctive elements, but some overlapping 1s expected 
because they all focus on enhancing creativity in the theory con- 
struction process 
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ideas that can spur theory development Hoffman and 
Novak (1996) initiated theory development in the emerging 
area of electronic environments by noting a connection 
between online navigation and the completion of tasks ın 
other realms that facilitated or impeded the psychological 
state of “flow” (resulting from the match/mismatch of an 
individual's skills and task difficulty) Day (1994) argued 
that the field of total quality management could provide 
valuable insights to spur theory development focused on the 
1mplementational aspects of market orientation that had not 
received adequate research attention 

Second, 1nvoking a theory type 1s a strategy that lever- 
ages a well-established theory to initiate new theory devel- 
opment in an underresearched focal phenomenon When 
using this strategy, researchers must decide which elements 
of the extant theory they want to emphasize or deemphasize 
in an effort to make ıt appropriate for understanding the 
focal phenomenon That 1s, there 1s a need for flexibility 
and creative adaptation For example, 1n the area of distrib- 
ution channels, a considerable amount of theoretical and 
empirical work can be traced to Stern and Reve's (1980) 
seminal framework This framework builds on the political 
economy theoretical paradigm focusing on economic and 
sociopolitical forces In a similar vein, but in a different 
substantive context, Deshpandé and Webster (1989) lever- 
aged extant theories of organizational culture to propose an 
expanded research agenda for marketing that directed more 
attention at organizational issues 

Third, a move to another level of analysis enables the 
researcher to examine a focal phenomenon from a different 
vantage point When using this strategy for theory develop- 
ment, the researcher imagines alternative units of analyses 
for studying the phenomenon and delineates the umplica- 
tions for theory development On the basis of this analysis, 
the researcher may purposefully adopt a previously over- 
looked but still relevant unit of analysis to spur new theory 
development Dwyer, Schurr, and Oh (1987) noted that 
research ın marketing had traditionally viewed exchange 
processes as transactional, a perspective that largely ignores 
the relational perspective By switching from a transactional 
to a relational perspective, they developed an expanded 
theoretical framework for studying buyer-seller relation- 
ships Parasuraman, Zeithaml, and Berry (1985) observed 
that the study of perceived quality in marketing has largely 
adopted a tangible goods perspective that could be different 
from an intangible services perspective By switching from 
tangible to intangible, they developed their “gaps model” of 
service quality that led to theoretical and empurical 
advances 1n this area 

Fourth, the strategy of interrelations spurs theory devel- 
opment by creatively integrating bodies of knowledge from 
one or more substantive areas to generate new insights and 
research opportunities As such, this strategy must effec- 
tively meet the challenging, dual objectives of theoretical 
integration and renewal When successful, this strategy can 
lead to 1mportant breakthroughs and create a new research 
stream Srivastava, Shervani, and Fahey (1998) developed a 
framework for studying market-based assets by integrating 
selected concepts from the fields of finance (eg, cash 
flows, volatility, book and replacement value of assets) and 


marketing (eg, customer relationships, channel relation- 
ships, partner relationships) Kohli and Jaworski (1990) 
conducted an integrative examination of more than 30 years 
of different perspectives on the marketing concept They 
concluded that there was a need to clarify the conceptual 
domain of this frequently used but still ambiguous terminol- 
ogy In an effort to achieve theoretical integration and 
renewal, they focused on the previously overlooked imple- 
mentational aspects of the marketing concept and proposed 
a research agenda to facilitate further theoretical and 
empirical work focusing on the market orientation construct 


Strategies for theory assessment and enhancement 
Theory assessment and enhancement is involved in most 
scholarly endeavors, including the aforementioned strate- 
gies for theory development In the case of some influential 
conceptual articles, the primary intended contribution 1s to 
provide an assessment of a focal theory and to identify spe- 
cific avenues for further theoretical enhancements As dis- 
cussed 1n this section, one or more of the following three 
strategies are often reflected 1n such articles (1) review and 
critique a focal theory, (2) enhance theory to address 
mixed/ambiguous evidence, and (3) identify and address 
gaps 1n extant conceptualizations 

First, some highly cited conceptual articles review and 
critique a focal theory to make an important contribution to 
the literature In general, such articles select theories that 
have reached a level of maturation and are poised for the 
next stage of their development Gaski’s (1984) critical 
review of the theory of power and conflict in marketing 
channels illustrates this strategy On the basis of his review, 
Gaski noted that the theory overemphasized a perception- 
based view of power that one channel] member has over 
another member (1e, power 1s largely in the eyes of an 
affected party 1n a dyad of channel members) Rindfleisch 
and Heide (1997) directed their attention at the extensive lit- 
erature 1n marketing focusing on applications of transaction 
cost analysis Taking a collective look at this theory's con- 
tributions 1n marketing, they assessed the conceptual clarity 
of transaction costs, critically evaluated the theory's behav- 
oral assumptions, and questioned the overreliance on single 
(rather than relational) transactions as the unit of analysis 

Second, conceptual articles that develop theory to 
address mixed/ambiguous evidence are influential because 
they account for anomalies or mixed evidence and advance 
ideas that can enhance (or, perhaps, even replace) an extant 
theory or theoretical perspective The contribution of such 
articles often stems from their ability to detect patterns 1n 
seemingly unconnected pieces of mixed evidence that can 
provide opportunities for theoretical advancement Kerin, 
Varadarajan, and Peterson's (1992) framework was motivated 
by ambiguities and mixed evidence ın the mature literature 
on first-mover advantage They contended that the prevailing 
theoretical view that order of entry has a direct effect on 
market share should be qualified in the context of a wide 
range of environmental and organizational contingencies (e g , 
buying practices 1n an 1ndustry, switching costs) Hunt and 
Morgan (1995) presented a critique of the well-entrenched 
neoclassical theory of perfect competition. They raised 
questions regarding the validity of this theory's assumption 


base that they believed accounted for its mixed track record 
in the strategy literature They also outlined their comparative 
advantage theory, specifying differences from the neoclassi- 
cal theory along several dimensions that have important 
implications for marketing-related applications 

The third broad strategy used by conceptual articles 
aimed at theory assessment and enhancement 1s to identify 
and address gaps in extant conceptualizations These gaps 
can take various forms, such as missing antecedents, medi- 
ating processes, moderating constructs, or incomplete 
specification of outcomes (Whetten 1989) In the marketing 
channels literature, Frazier (1983) noted that effective man- 
agement of channels necessitates an understanding of three 
distinct but related stages initiation, implementation, and 
review of relationships He also noted that extant conceptu- 
alizations had focused almost exclusively on the second 
stage (implementation), largely ignoring issues related to 
the stages of initiation and review Weitz, Sujan, and Sujan 
(1986) found a critical missing link in conceptualizations 
focusing on performance outcomes 1n personal selling con- 
texts the ability of salespeople They noted that though 
other important constructs (e g, role perceptions, motiva- 
tion) had received attention 1n the literature, the absence of 
a salesperson's ability 1n extant conceptualizations repre- 
sented an important omission To address this missing link, 
they advanced and developed the concept of adaptive selling 

In summary, this section highlights the significance of 
conceptual articles’ multifaceted roles 1n knowledge devel- 
opment along the entire continuum from the context of dis- 
covery to the context of justification Encouraging and nur- 
turing such theoretical works 1s crucial for continual 
intellectual renewal in a discipline The next section 
explores the extent to which the marketing discipline has 
been successful in creating such an environment for con- 
ceptual articles 


Conceptual Articles in Major 
Marketing Journals: 1978-2007 


Data 


This section focuses on conceptual articles published 1n the 
following four major journals 1n marketing JM, JMR, JCR, 
and MKS These journals are widely recognized as the most 
reputable and influential publication outlets ın marketing 
(Baumgartner and Pieters 2003, Hult, Neese, and Bashaw 
1997, Hult, Reimann, and Schilke 2009) To obtain some 
initial insights into publishing trends beyond this set of 
journals, an additional highly ranked, broad-based market- 
ing journal (JAMS) 1s also included for comparative pur- 
poses Data are from 1978 to 2007 (except for MKS, which 
published its first issue in 1982) The decision to use 1978 
as a cutoff year allows for the examination of publishing 
trends over 30 years, a reasonably long but recent time 
frame given the age and evolution of these journals 4 In line 
with the procedure described 1n the Appendix, 818 concep- 
tual articles were identified from a total of 5520 articles 


4The inaugural issues of the journals appeared in the following 


years JM (1936), JMR (1964), JCR (1974), MKS (1982), and 
JAMS (1973) 
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Overall Trends 


Table 2 presents the overall trends from 1978 to 2007 for 
JM, JMR, JCR, MKS, and JAMS The data for JM, the disci- 
pline's traditional home for conceptual articles, are particu- 
larly revealing and indicative of potentially significant 
changes at the journal During the period under study, JM 
published 1048 articles, 234 of which were conceptual 
(22 33%) The 1970s, 1980s, and early 1990s were charac- 
terized by a fairly uniform percentage of conceptual articles 
(26 13% for 1978-1982, 30 48% for 1983-1987, and 
34 56% for 1988—1992) It appears that J/M’s reputation for 
publishing conceptual work was established and strength- 
ened during these years This trend peaked in 1988 (at 
50%) Starting with 1993, the first signs of a declining 
emphasis on conceptual articles began to appear During 
1993-1997, 22 45% of all published articles were concep- 
tual By 1998—2002, this number had declined to 17 01% 
For the most recent five-year period (2003—2007), concep- 
tual articles accounted for 6 70% of all published articles 
Since 2000, 1t has not been uncommon for the annual per- 
centage of conceptual articles to be 1n the low single dig- 
its—something that never occurred during the first 20 years 
after 1978 The relationship between publication patterns 
and periods 1s significant (see Table 2) 5 

Because journals vary in terms of positioning, there are 
differences in trends across the remaining four journals 
Given its traditional focus on research methodology and 
empirically driven research, JMR has published relatively 
few conceptual articles (234%) The pattern for JCR has 
fluctuated, but the level of conceptual articles has remained 
low over the years (7 47%) Positioned as a quantitatively 
oriented journal from its inception, MKS has maintained a 
surprisingly high level of conceptual articles 1n its publica- 
tion mix (29 22%) In general, these articles tend to be 
analytical investigations aimed primarily at theory develop- 
ment rather than theory testing At JAMS, during the most 
recent five-year period, there was a sharp decline (to 
11 48%) from previous levels In the case of all four jour- 
nals, the relationship between publication patterns and peri- 
ods 1s significant (see Table 2) 

A comparative examination of all journals shows that 
the most substantial shift 1n publishing profile has occurred 
at JM—especially during the past ten years The percentage 
of conceptual articles continues to decline sharply at this 
journal This declining trend 1s especially noteworthy given 
JM's long legacy of being the leading outlet for conceptual 
articles The next section presents a finer-grained examina- 
tion of all conceptual articles published 1n JM during the 
30-year study period 


3Five-year periods facilitate visual depiction and interpretation 
of the data The relationship between publishing patterns and peri- 
ods is tested using a 6 (1978-1982, 1983-1987, 1988-1992, 
1993-1997, 1998-2002, 2003-2007) x 2 (conceptual articles, 
other articles) contingency table Because the inaugural issue of 
MKS appeared 1n 1982, thus contingency table 1s modified as fol- 
lows to retain consistency with other journals and data presented 
in Table 2 5 (1983-1987, 1988-1992, 1993-1997, 1998-2002, 
2003-2007) x 2 (conceptual articles, other articles) Including 
1982 does not change the pattern of results 
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Substantive Focus and Impact of Conceptual 
Articles in JM 


Given JM’s traditionally important position ın the market- 
ing discipline as a publisher of conceptual articles, a closer 
examination of conceptual articles appearing 1n this journal 
1s warranted This section presents two analyses for this 
purpose, using all conceptual articles (n = 234) in JM from 
1978 to 2007 The first analysis presents a broad categoriza- 
tion of conceptual articles based on their substantive focus 

The second analysis examines the impact of conceptual artı- 
cles using citation data 


Substantive focus of conceptual articles The catego- 
rization of articles was aimed at 1dentifying the substantive 
focus of conceptual articles and how that focus has shifted 
over the years As Table 3 shows, there are 23 categories 
organized under five broad substantive areas (the marketing 
environment, marketing functions, special marketing appli- 
cations, marketing research, and other topics) Journal of 
Marketing has a long history of using this categorization 
approach for organizing its “Marketing Literature” section 
(this section was discontinued 1n 2004 with the increasing 
availability of electronic bibliographic databases) © Coding 
details are described 1n the Appendix 

Overall, from 1978 to 2007 (see the last column in 
Table 3), conceptual articles 1n marketing have focused on a 
relatively small number of substantive areas management, 
planning, and strategy (24 79%), theory and philosophy of 
science (17 52%), consumer behavior (8 97%), and legal, 
political, and economic issues (8 12%) These four substan- 
tive areas alone account for approximately 60% of all con- 
ceptual articles, many areas received minimal attention 
Looking across the three ten-year periods, the analysis of a 
contingency table indicates that the relative emphasis on the 
four broad substantive areas A-D shown in Table 3 has 
shifted (y2(6) = 19 44, p < 01) In terms of specific sub- 
stantive areas, the steepest decline has occurred ın two 
areas (1) theory and philosophy of science and (2) legal, 
political, and economic issues In the most recent ten-year 
period, there has been a resurgence of interest 1n two areas 
(1) consumer behavior and (2) industrial (business-to- 
business) marketing Although some year-to-year shifts are 
to be expected, what 1s striking 1s the large number of sub- 
stantive areas that have received relatively little scrutiny in 
conceptual articles 


Impact of conceptual articles Although there are multi- 
ple indicators of an article’s impact, citation data are 
increasingly employed as a useful metric for such assess- 
ments in the growing field of scientometrics (e g , Stremer- 
sch, Verniers, and Verhoef 2007) In light of this article’s 


6As with any broad classification system, there are potential 
limitations, such as the coarseness and placement of individual 
categories In addition, JM publishes a “Subject and Author 
Index,” but 1t uses categories that change periodically Therefore, 
this 1ndex could not be used consistently over the years for coding 
purposes Overall, JM’s Marketing Literature categorization 
approach was considered more appropriate for the analysis pre- 
sented in this section. For presentational clarity, the data are pre- 
sented across ten-year periods 
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broader agenda, the analysis presented 1n this section 1s not 
intended to be a detailed scientometric investigation of con- 
ceptual articles that have appeared 1n JM Rather, the objec- 
tive ıs to explore the following specific questions Do con- 
ceptual articles account for disproportionately more or less 
citations relative to their numbers? Although conceptual 
articles are featured disproportionately 1n awards (as noted 
previously), what 1s the relative 1mpact of a broader mix of 
all conceptual articles from a citation. perspective? Addi- 
tional investigations of conceptual articles’ influence on 
knowledge development in marketing can build on the find- 
ings reported subsequently 

The results appear in Table 4 Overall, for the 
1978—2007 period, conceptual articles accounted for dispro- 
portionately more citations 1n 23 of the 30 years (see the 
positive entries 1n the last column) Of the 7 years in which 
the proportionate contribution to citations 1s less, 3 are in 
the most recent period (2005-2007), for which data are 
likely to be less reliable for such assessments (due to 
recency of the citation data) The proxy for conceptual artı- 
cles’ relative impact (Table 4, last column, A-B) ranges 
from a low of -9 07 to a high of 3478 (M = 593, SD = 
9 48, t= 343, p < 01, two-sided), with the following over- 
all distribution negative values (7 years), 0-5 (12 years), 
5-10 (4 years), and greater than 10 (7 years) A nonpara- 
metric signed rank test ıs also significant (S = 1575, p < 
001) These analyses, though limited to JM, provide some 
initial evidence about the perceived value of conceptual 
articles to the community of researchers Conceptual artı- 
cles, relative to their numbers, account for disproportion- 
ately more citations 

The discussion thus far raises some important questions 
that merit attention. Why have conceptual articles declined 
despite their widely acknowledged significance? What steps 
are needed to address this trend, which has significant long- 
term implications for the marketing discipline? As these 
questions are explored, 1t ıs important to note that Journals 
reflect the collective contributions of an intellectual com- 
munity (Stewart 1999), and it is this community that ulti- 
mately determines what is valued and produced Therefore, 
clues to understanding shifting scholarship patterns lie in 
carefully analyzing disciplinary forces or drivers affecting 
the academic community in. marketing (MacInnis 2004) 
The next section focuses on understanding and addressing 
these forces 


Understanding and Addressing the 
Decline of Conceptual Articles in 
Marketing 


The knowledge output of a discipline results from a com- 
plex interplay of many individual, group, and institutional 
factors (Kuhn 1962) Table 5 identifies several disciplinary 
entities that are likely to play a role 1n determining the type 
of research (1e, conceptual versus empirical) produced in 
the marketing discipline Some of these entities. (current 
generation of scholars and doctoral students) represent 1ndi- 
vidual and group factors, while others reflect the institu- 
tional infrastructure of the discipline (doctoral programs, 
journals, reviewers, and review process, and promotion, 


tenure, and incentive systems) Next, I discuss the role of 
these disciplinary entities and make recommendations to 
spur the development and publication of conceptual articles 
in the marketing discipline 


Current Generation of Scholars 


A potential driver of shifting scholarship patterns in the cur- 
rent generation of scholars could be the increasing avail- 
abihty of data and sophisticated analytical tools (MacInnis 
2004) A discipline ıs often defined by its tools (Deighton 
1997), and marketing’s enthusiastic embrace of computing 
technology, coupled with the increasing availability of 
extensive data, has left an indelible mark on the discipline 
Because marketing has continued to become more “compu- 
tationally focused” (Rust 2006), scholars have acquired new 
methodological skills, and the sophistication of empirical 
investigations has increased Unfortunately, a consequence 
of this methodological focus 1s that, over time, the disci- 
pline has become fragmented (see MacInnis 2005), and 
scholars’ ability and interest to embark on integrative con- 
ceptual investigations have diminished 


Recommendations Action 1s needed from scholars at all 
career stages, but the current situation 1s unlikely to change 
unless the senior leadership of the discipline becomes 
involved and recognizes the serious, long-term conse- 
quences of declining conceptual articles Senior scholars 
occupy a privileged position by virtue of their prior accom- 
plishments, deep institutional knowledge, and less suscepti- 
bility to career- and publication-related pressures (Webster 
2005) That 1s, they have the time, knowledge, and power 
that can be leveraged effectively to initiate change Through 
these efforts, deliberations related to the need for conceptual 
contributions can be initiated at department, college, and dis- 
cipline levels (e g , journals and professional associations) 
Change 1s likely to come slowly, but when these efforts gain 
some visibility in the field, more scholars will begin to 
reflect on and reinvest in the discipline's conceptual domain 


Doctoral Programs and Students 


Doctoral programs are shaped by current scholars, and as 
the current scholars' research programs have changed, so 
have the doctoral programs In particular, readily available 
data and analytical tools have created a dramatic shift 1n the 
content and structure of doctoral programs Doctoral semi- 
nars focusing on substantive and conceptual 1ssues appear 
to have been a casualty of this shift 7 It 1s not uncommon for 
doctoral programs to offer an extensive array of methodol- 
ogy courses outside marketing but relatively little depth on 
topics of substantive and conceptual importance to market- 
ing (eg , marketing and economic history) The decline of 
conceptual articles most likely onginates from these funda- 
mental shifts “upstream” 1n doctoral programs 


7In an informal review of doctoral programs’ curriculum, I found 
only a few programs (fewer than one-third) that offer seminars 
dedicated exclusively to theory development Although it ıs true 
that doctoral students can learn about theory development 1n other 
courses, the shifting priorities 1n doctoral programs are evident 
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TABLE 4 
Citations of Conceptual Articles in Journal of Marketing 





Citations 
Conceptual 
Year All Articles Articles 
1978 739 210 
1979 1489 350 
1980 756 433 
1981 1984 455 
1982 1783 561 
1983 1863 810 
1984 1332 386 
1985 2639 1290 
1986 1341 807 
1987 2717 1537 
1988 2234 1321 
1989 2270 720 
1990 5039 1474 
1991 1401 468 
1992 2758 1183 
1993 3017 605 
1994 5181 1038 
1995 2231 829 
1996 2538 673 
1997 1752 490 
1998 1918 355 
1999 1985 751 
2000 1198 154 
2001 789 11 
2002 967 107 
2003 711 45 
2004 835 217 
2005 524 36 
2006 191 3 
2007 57 2 


Percentage of 


Citations from Percentage of 


Conceptual Articles That Are 
Articles (A) Conceptual (B) (A - B) 

28 42 25 49 2 93 
23 51 21 05 245 
57 28 22 50 34 78 
22 93 32 00 —9 07 
31 46 27 91 3 56 
43 48 35 71 7 76 
28 98 18 18 10 08 
48 88 20 41 28 47 
60 18 43 33 16 85 
56 57 39 39 17 18 
59 13 50 00 9 13 
31 72 22 22 9 50 
29 25 24 14 511 
33 40 36 36 —2 96 
42 89 38 46 4 43 
20 05 17 24 2 81 
20 03 17 65 2 39 
37 16 25 00 12 16 
26 52 29 03 —2 52 
27 97 24 00 3 97 
18 51 13 79 4 72 
37 83 34 15 3 69 
12 85 8 33 4 52 

1 39 8 00 —6 61 
11 07 10 71 35 

6 33 3 13 3 20 
25 99 10 81 15 18 

687 8 33 —1 46 

157 2 38 — 81 

351 8 00 —4 49 


Notes All citation data are from the Social Sciences Citation Index (July 2008) Positive values in the last column indicate that conceptual arti- 
cles, relative to their numbers in a given year, contributed disproportionately more citations that year Because of the recency of citation 
data from the years 2003—2007, these data are less likely to fully reflect the impact of articles 


Recommendations A comprehensive evaluation of the 
content and structure of doctoral programs in marketing 
should be a top priority for AMA's Academic Council, per- 
haps 1n collaboration with the Association to Advance Col- 
legiate Schools of Business (AACSB), to provide some 
degree of oversight and enforceability A primary goal of 
these efforts should be to restore pedagogical balance 
among the substantive, conceptual, and methodological 
domains of the discipline Doctoral seminars 1n theory con- 
struction, which have disappeared from many leading pro- 
grams in recent years, should be resurrected Substantive 
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and conceptual course content in marketing and related dis- 
ciplines should also be enhanced New dissertation formats 
are needed that encourage and facilitate deeper theorizing 
The increasingly popular multiessay format has certain effi- 
ciencies and signaling benefits (e g , allowing publications 
to emerge before the completion of doctoral studies), but by 
placing a premium on the collection of multiple data sets in 
a relatively short period, this approach can sometimes pre- 
maturely deflect attention from deep theory development to 
issues of data feasibility Finally, because the discipline 
attracts professionals with doctoral traning 1n other fields, 
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the AMA should take the lead 1n developing postgraduation 
curriculum guidelines pertaining to substantive and concep- 
tual course content 1n marketing 


Journals, Reviewers, and Review Process 


Over time, published work shapes review boards and the 
clanty of review processes 1n the substantive, conceptual, 
and methodological domains McAllister (2005, p 17) 
observes that the “field 1s using review standards that favor 
execution over 1deas" MacInnis (2005) expresses concern 
about the possibility of an "empirical bias" 1n the review 
process Thus, the decline of conceptual articles appears to 
be tied, at least partly, to such reviewing-related changes 1n 
the journals In turn, journals signal to potential authors the 
type of knowledge the discipline values, thus reinforcing 
established scholarship patterns 


Recommendations Foremost 1s the practical but critical 
matter related to journal positioning and space Simply put, 
1f a discipline is committed to theory-building scholarship 
manifested 1n conceptual articles, 1t must demonstrate that 
commitment with unmistakable clarity in 1ts major journals 
It is noteworthy that flagship journals 1n several other busi- 
ness disciplines already have done, or are currently in the 
midst of doing, just that Looking ahead, there are several 
potential initiatives worthy of consideration 

First, given JM’s legacy of publishing conceptual arti- 
cles, a special section dedicated to such articles can be cre- 
ated 1n the journal Depending on their positioning, other 
Journals can also consider this approach Second, over the 
long run, there 1s a need to consider the feasibility of devel- 
oping a new flagship journal dedicated to conceptual arti- 
cles The success of this journal will require. concerted, 
discipline-wide efforts over a long period. Toward that end, 
high-visibility theory preconferences and/or special ses- 
sions focused exclusively on theory development and 
assessment in different substantive areas should be institu- 
tionalized as permanent features of national conferences 
Finally, cutting across these specific initiatives 1s the need 
to develop a better understanding of how conceptual articles 
should be evaluated Relative to empirical articles, the crite- 
ria for evaluating conceptual articles are less developed ın 
marketing because of the lack of a specialized flagship jour- 
nal for such works In general, such criteria evolve 1n a dis- 
cipline over a long period, shaped by shared practices (the 


8The field of management took this step in 1976 when it 
launched Academy of Management Review, focused exclusively on 
conceptual articles For many years, this journal has been the most 
highly cited journal among scholarly publications 1n business MIS 
Quarterly, one of the leading journals in information science, cre- 
ated an expanded special section ("Review and Theory") 1n 2007 
dedicated to conceptual articles (Markus and Saunders 2007) In 
2008, the American Accounting Association's Executive Committee 
began discussing the need for creating a new flagship Journal 
focusing exclusively on conceptual articles Even ın the computa- 
tionally intensive discipline of finance, all major journals have cul- 
tivated a culture of publishing conceptual articles Perhaps in 
response to these developments, new marketing journals focused 
on conceptual articles have emerged or have been proposed in 
recent years (e g , Review of Marketing Research) The discipline- 
wide impact of these journals remains to be seen 
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archives of all submitted articles at a leading journal, such 
as JM, may provide valuable insights 1n this regard) 

Table 6 presents several guidelines 1n an effort to 1nitiate 
the development of shared practices for evaluating con- 
ceptual articles 1n the marketing field The guidelines reflect 
the perspective that within the set of general evaluation cri- 
teria that can apply to a wide range of scholarly endeavors 
(conceptual and empirical), there are specific evaluative 
considerations that merit special attention in the context of 
conceptual articles (see, eg, Darden 1991, Hunt 1991, 
Newton-Smith 1981, Ozanne, Fern, and Yadav 1990, Whet- 
ten 1989, Zaitman, LeMasters, and Heffring 1982) While 
the first two general criteria (exposition and theory-building 
approach) can usually be applied 1n a straightforward man- 
ner, the evaluation of conceptual articles can present sub- 
stantial challenges with respect to the remaining three crite- 
ria (nnovativeness, potential impact, and validity) 
Judgments regarding innovativeness and potential impact 
focus on “the promise, the future potential (including what 
is at stake), the problem-solving capacity, or what we might 
call the “opportunity profile’ of a claim” (Nickles 2006, p 
161) Such forward-looking considerations are extremely 
important for evaluating conceptual articles but are difficult 
to use and/or articulate during the evaluation process In 
particular, 1n the absence of data, the vahdity of claims 
made in conceptual articles must rely on evaluative consid- 
erations, such asexplanatory adequacy and conceptual 
robustness (see, e g , Skipper and Hyman 1987) Calls for 
data are warranted only after all conceptual avenues have 
been fully explored An inflexible evaluative stance that 
simultaneously demands theory development and theory 
testing 1n every paper 1s likely to impede knowledge devel- 
opment (Hambnck 2007, Sutton and Staw 1995) 


Promotion, Tenure, and Incentive Systems 


In marketing, the characteristics of the prevailing promotion 
and tenure (P&T) system have been criticized for instilling 
in young scholars a short-term onentation (Staelin 2005a, 
Wilkie 2005) As a result, efficiency (or even expediency) 1s 
sometimes viewed as a necessity to be successful, many 
young scholars hesitate to embark on risky, theory develop- 
ment conceptual articles that tend to have a longer develop- 
ment cycle This hesitation 1s most likely further reinforced 
by two important considerations (1) long-term trends 
(reported previously) showing that fewer conceptual articles 
are being published and (2) the absence of a flagship jour- 
nal dedicated exclusively to conceptual articles 


Recommendations First, efforts are needed to elevate 
the significance of theoretical contributions in the P&T 
process This can be initiated at departmental levels, fol- 
lowed by efforts at the college and university levels 
Because the proposed changes necessitate a shift in culture 
and values, the difficulties 1n making these changes must 
not be underestimated Second, Staelin (2005a) suggests 
that creating a properly functioning postdoctoral infrastruc- 
ture will provide some relief from the time pressure associ- 
ated with the current P&T system Wilkie’s (2005) proposal 
is to increase the duration of the P&T clock to 9-10 years 
Third, for posttenure evaluations, significantly more empha- 
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sis must be placed on theoretical contributions to the field 
From this group of researchers with more experience and job 
security, 1t 1s reasonable to expect more ambitious theory- 
building research efforts (Webster 2005) In the long run, a 
disciplinary culture should be developed 1n which scholarly 
book writing and/or monograph development are considered 
an important element for advancement to senior endowed 
positions. This will signal to all members of the discipline 
the value placed on ambitious theory development efforts 


Conclusion: Intellectual Renewal in 
a Maturing Discipline 

Although progress continues to be made on multiple fronts 
in the marketing discipline, the decline of conceptual artı- 
cles weakens the theoretical core of the discipline There- 
fore, concerted efforts aimed at intellectual renewal are 
needed that can reverse the trends reported 1n this article To 
provide a foundation for such efforts and to enhance the 
understanding of largely unexplored long-term trends and 
scholarship patterns pertaining to conceptual articles ın 
marketing, this article contributes to the literature by (1) 
presenting a framework for understanding the multifaceted 
roles of conceptual articles and revitalizing the development 
of such articles 1n the field, (2) delineating theory-building 
strategies reflected 1n some of the most highly cited concep- 
tual articles ın marketing, (3) examining 30 years (1978- 
2007) of publishing data regarding conceptual articles from 
major marketing journals, and (4) identifying the substan- 
tive focus and impact of all 234 conceptual articles appear- 
ing in JM during this 30-year time period 

An examination of shifts 1n the proportion of conceptual 
articles across the years reveals that the steepest, sustained 
decline has occurred 1n JM, a journal with a long legacy of 
publishing conceptual, theory-building articles in the mar- 
keting discipline Although the first signs of this trend 
appeared during the early 1990s, the decline has been most 
pronounced during the past decade It is noteworthy that 
this decline has occurred despite rising concerns about the 
potential marginalization of the marketing discipline (see, 
eg, Day 1992, Stewart 1999, Webster 2005) and repeated 
calls over the years 1n the journal’s editorials highlighting 
the significance of and need for such contributions This 
trend also stands 1n stark contrast to the spirited call for 
more conceptual articles that the AMA Task Force on the 
Development of Marketing Thought (1988) made after four 
years of deliberations 

To meet the theory development needs of the discipline, 
the richness and range of research approaches must match the 
complexity of the maturing discipline’s substantive domain 
To accomplish this, the discipline must strike a sustainable, 
synergistic balance between conceptual and empirical arti- 
cles, both forms of scholarship are essential Understanding, 
creating, and maintaining this balance 1s of utmost signifi- 
cance for a discipline because it represents the discipline's 
priorities and collective mind-set that fuels its intellectual 
endeavors In marketing, long-term trends presented ın this 
article suggest that this balance appears to have shifted sig- 
nificantly, especially during the past decade Therefore, 
although the discipline's major journals continue to thrive 


and nothing seems amiss on the surface, there 1s a pressing 
need for reflection and discussion on how a sustainable bal- 
ance between different forms of scholarship can be restored 

To be effective, the initiatives proposed herein will 
require sustained, multipronged efforts Change does not 
come easily 1n a discipline, because there 1s no central 
accountable entity Therefore, by necessity, this responsibil- 
ity must be shared collectively by everyone Scholars must 
make room for conceptual articles in their research priori- 
ties, doctoral programs must be redesigned, a new flagship 
journal dedicated to conceptual articles must be Jaunched, 
and prevailing P&T practices must be critically reexamined 
Theory preconferences and/or special sessions focused 
exclusively on theory development and assessment ın dif- 
ferent substantive areas should be institutionalized as perma- 
nent features of national conferences Synergies between 
such programs and the proposed new flagship journal should 
also be explored If the grassroots initiatives suggested here 
do not y1eld results, the discipline must consider other forms 
of interventions (eg, from external entities, such as the 
AACSB 1n the case of doctoral programs) that may prove to 
be more effective in creating incentives for change 

Knowledge development processes and how a discipline 
allocates 1ts scarce research energies across different forms 
of scholarship are subject to considerable inertial forces 
There are no quick or easy answers to the problems and 
challenges discussed 1n this article However, although pos- 
sible solutions may emerge slowly, 1t 1s imperative that we 
remain engaged ın this dialog 


Appendix 
Procedure for Selecting Conceptual Articles 


Given the scope of the data collection effort (categorizing 
all 5520 published articles 1n five journals over 30 years), a 
detailed protocol for identifying conceptual articles was 
developed and carefully implemented Five graduate 
research assistants located physical and/or electronic copies 
of each journal 1n a given year and selected all conceptual 
articles (see definition 1n the text) Before starting the data 
collection effort, each research assistant was provided a 
training set of 10 articles, representing a mix of empirical 
and conceptual articles, and was asked to select the concep- 
tual articles After this initial training, session, each research 
assistant worked on one issue of a journal (not used ın the 
actual data collection) and selected all conceptual articles I 
independently examined all articles ın this journal’s 1ssue 
and venfied that all conceptual articles had been correctly 
identified Identifying conceptual articles was typically 
straightforward, and interyudge agreement exceeded 95%, 
even 1n the initial training sessions On the basis of these 
training exercises, 1t was clarified to the research assistants 
that analytical modeling articles that derive theoretical 
assertions but do not present data for theory/model testing 
are consistent with the definition of conceptual articles (for 
a similar coding approach, see Tellis, Chandy, and Acker- 
man 1999) This clarification 1s particularly relevant for 
coding articles in MKS and, to a lesser extent, JMR 

After the training sessions, research assistants collected 
the following information for each journal issue they were 
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assigned (1) total number of all articles (excluding editori- 
als), (2) total number of conceptual articles, and (3) an elec- 
tronic copy of each conceptual article I examined elec- 
tronic copies of all conceptual articles to verify that they 
had been coded correctly, and all disagreements were 
resolved through discussion As an additional quality check, 
I randomly selected (while data collection was still in 
progress) five issues from each journal and independently 
verified that all conceptual articles had been correctly 
coded Because the coding exercise involved little ambigu- 
ity, there was no need for Significant intervention, retrain- 
ing, or discussion The entire data collection, resulting in 
the identification of 818 conceptual articles from a total of 
5520 articles, was completed ın approximately one year 
(Additional data collection details are available on request ) 


Procedure for Coding the Substantive Focus of 
Conceptual Articles 


After familiarizing myself with the entire set of conceptual 
articles, I trained two graduate research assistants to use the 
coding categories shown in Table 3 The training involved 
the following three steps First, I descnbed the categories 


in detail and provided examples of articles that were repre- 
sentative of that category (eg, the substantive domain of 
consumer behavior was described using the following allus- 
trative topics/examples consumer attitudes, consumer deci- 
sion making, customer satisfaction, and loyalty, additional 
details for other categories are available on request) Sec- 
ond, the two coders and I worked together on coding a set 
of ten conceptual articles (all training exercises were con- 
ducted using conceptual articles that were not 1n the actual 
set to be coded) Third, each coder and I worked 1ndepen- 
dently on three sets of conceptual articles (ten articles in 
each set), selecting two categories from Table 3 that were 
most appropriate for describing the article's substantive 
focus By the third training session, 1nterjudge agreement 
(at least one match 1n categories) exceeded 90% After the 
successful conclusion of these training sessions, the two 
coders worked independently but could consult with me as 
needed Interjudge agreement across all 234 articles was 
95 73% (which compares favorably with Kassarjian’s 
[1977] guidelines for content analysis) In the case of no 
match, or multiple matches, I selected one category that 
best reflected the article’s substantive focus 
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Amit Joshi & Dominique M. Hanssens 


The Direct and Indirect Effects of 
Advertising Spending on Firm Value 


Marketing decision makers are increasingly aware of the importance of shareholder value maximization, which calls 
for an evaluation of the long-term effects of their actions on product-market response and investor response 
However, the marketing literature to date has focused on the sales or profit response of marketing actions, and the 
goals of marketing have traditionally been formulated from a customer perspective Hecently, there have been a few 
studies of the long-term investor response to marketing actions The current research investigates one important 
aspect of this impact, the long-term relationship between advertising spending and market capitalization. The 
authors hypothesize that advertising can have a direct effect on valuation (ie , an effect beyond its indirect effect 
through sales revenue and profit response) The empirical results across two industries provide support for the 
hypothesis that advertising spending has a positive, long-term impact on own firms' market capitalization and may 
have a negative impact on the valuation of a competitor of comparable size The authors quantify the magnitude of 
this investor response effect for and discuss its implications for further research 





Keywords advertising, stock market valuation, marketing-finance interface, stock return modeling, optimal 
advertising spending, competitive response 


he shareholder value principle advocates that a busi- (Lodish and Mela 2007) Although the effects of advertising 
f ness should be run to maximize the return on share- on sales have been researched 1n depth (for a review, see, 
holders’ investment, and shareholder value analysis eg, Hanssens, Parsons, and Schultz 2001), there has been 
(SVA) 1s fast becoming a new standard for judging manage- little effort to study the direct 1mpact of advertising on stock 
rial action In this changing scenario, in which short-term price (Figure 1) Thus, the primary motivation of this article 
accounting profits are giving way to SVA, it 1s advisable 1$ to investigate the impact of advertising spending on firm 
that all investments made by managers be viewed in the value beyond its effect on sales revenues and profits 
context of shareholder returns Thus, every investment, be 1t 
in the area of operations, human resources, or marketing, - : 
may now need x justified from the SVA perspective The Tangible and Intangible Effects 
common yardstick that most 1nvestors use 1n this context 1s Firm value has been classified as tangible and intangible 
the share price, or more generally, the wealth created by a value (Simon and Sullivan 1993) From a marketing per- 
firm 1s measured by its market capitalization spective, tangible assets include sales and profits, and the 
This evolution presents a great opportunity for market- impact of marketing instruments on these has been well 
ing Indeed, by focusing on short-term profits at the expense documented for both the short run (e g , Lodish et al 1995) 
of intangible assets, traditional accounting may marginalize and the long run (eg, Nis et al 2001, Simester et al 
marketng In contrast, SVA takes a long-term perspective 2009) In modern economies, however, a large part of firm 
and encourages managers to make profitable investments value may reflect its intangible assets, such as brand equity 
To capitalize on this opportunity, marketing will need to (Chan, Lakonishok, and Sougiannis 2001) Because these 
justify its budgets in shareholder value terms Thus is a diffi- intangible assets are not required to be reported 1n firms’ 
cult task because the goals of marketing are traditionally financial statements under the generally accepted U S 
formulated 1n customer attitude or sales performance terms accounting principles, their valuation is further compli- 
Furthermore, marketing may affect business performance in cated At the same time, research indicates that nonfinancial 
both tangible and 1ntangible ways Consequently, marketing indicators of investments in "intangible" assets, such as cus- 
budgets are vulnerable, especially advertising spending tomer satisfaction, may be better predictors of future finan- 


cial performance than historical accounting measures and 
should supplement financial measures 1n internal account- 
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FIGURE 1 
Advertising and Firm Value 
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between firm value and market-specific factors (eg, 
Chhaochharia and Grinstein 2007, Lamdin 1999), which 1s 
beyond the scope of this article 

Firm-specific factors have been shown to have a posi- 
tive 1mpact on firm value Such factors include R&D expen- 
ditures (Chan, Lakonishok, and Sougiannis 2001), discre- 
tionary expenditures, such as R&D and advertising 
(Erickson and Jacobson 1992), and innovation (Pauwels et 
al 2004) 

A few marketing articles address the link between 
brand-related intangible assets and firm value These 
include studies on the stock market reaction to a change 1n a 
company's name (Horsky and Swyngedouw 1987), to new 
product announcements (Chaney, Devinney, and Winer 
1991), to perceived quality (Aaker and Jacobson 1994), to 
brand extensions (Lane and Jacobson 1995), and to brand 
attitude (Aaker and Jacobson 2001) Research has also 
established that the 1mpact of marketing vanables on brand- 
related intangible assets may be moderated by the type of 
branding strategy the firm adopts (Joshi 2005, Rao, Agar- 
wal, and Dahlhoff 2004) Recent work in marketing has 
also established a strong relationship between customer sat- 
isfaction and firm value (Fornell et al 2006) On the basis 
of the results 1n these studies, we may expect advertising to 
have an indirect 1mpact on firm value (through an 1ncrease 
in sales and profits), as well as a direct effect (by building 
brand-related intangible assets) Thus, our research relates 
firm-specific factors and brand equity to firm value 


Capital Market Efficiency 


Most of the aforementioned studies use the "event study" 
methodology, ın which stock prices/abnormal stock returns 
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are tracked around a time window surrounding the focal 
events As such, these studies address the long-term impact 
of the change on stock prices only 1f markets are (nearly) 
perfectly efficient, under the efficient capital markets 
hypothesis The efficient capital markets hypothesis (Fama 
1970) states that the current stock price contains all avail- 
able information about the future expected profits of a firm 
Future profit expectations are the only driver of stock price, 
and thus stock prices may be modeled as a random walk, in 
which changes ın these expectations are incorporated 
immediately and fully However, more recent work in 
finance, marketing, and strategy 1ndicates that the efficient 
capital markets hypothesis may not always hold (Fornell et 
al 2006, Merton 1987) In particular, researchers have 
questioned the appropriateness of the assumptions of 1mme- 
diate dissemination of all available information Kothari 
(2001, p 208) acknowledges that there 1s increasing evi- 
dence that “markets may be 1nformationally inefficient” and 
"prices might take years before they fully reflect available 
information " In marketing, Pauwels and colleagues (2004) 
demonstrate that marketing activities, such as new product 
introductions, contain information that takes several weeks 
to be fully incorporated in firm value This finding moti- 
vates the use of long-term or persistence models instead of 
event windows to study the :mpact of intangible assets on 
firm value 

In conclusion, although there 1s some evidence of a pos- 
sible relationship between marketing activities and financial 
performance, no studies have directly examined the long- 
term effects of advertising expenditures on firm value Fur- 
thermore, to the best of our knowledge, only one study 
(Fosfur1 and Giarratana 2009) has investigated the impact of 
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competitive advertising on focal firm stock price If the effi- 
cient capital markets hypothesis holds, we would find no 
long-term effects because the impact of own and competitor 
advertising would be fully contained in the next period's 
stock price However, some studies suggest otherwise, 1ndi- 
cating that there can be an effect buildup beyond the short 
run In this study, we use persistence or vector autoregres- 
sive (VAR) modeling (Dekimpe and Hanssens 1995b) to 
study the long-term effect of advertising expenditures on 
stock return Vector autoregressive models enable us to 
investigate long-term investor response to advertising or 
other firm actions, while recognizing the endogeneity of 
these discretionary expenditures (e g, advertising, R&D) 
with profits and, thus, firm value We also model the impact 
of competitive advertising expenditures on firm value The 
use of VAR modeling, though only recently introduced 1n 
the marketing—finance literature, has been shown to be suc- 
cessful in modeling stock return (e g , Luo 2009) In addi- 
tion, we illustrate the economic impact of our results by 
simulating changes in market capitalization under different 
advertising spending scenarios with and without competi- 
tive reaction We begin with the development of our 
hypotheses 


Hypothesis Development 


The central hypothesis we test 1n this research 1s as follows 


H, Advertising has a positive long-term effect on stock return 
beyond its impact through sales revenues and profits 


The sources of advertising’s impact on firm value are 
spillover and signaling, which we now discuss 1n detail 


Spillover 


Advertising attempts to differentiate a firm's products from 
those of 1ts competitors, thus creating brand equity for its 
products (Aaker 1991) We hypothesize that this equity, 
which ıs created through marketing activity and ıs ostensi- 
bly directed at customers and prospects, can spill over into 
investment behavior as well For example, Frieder and Sub- 
rahmanyam (2005) find that investors favor stocks with 
strong brand names, even though these powerful brands do 
not generate superior short-term returns They acknowledge 
(p 82) that “individual investors may believe, correctly or 
not, that they can expect greater appreciation potential in 
the stock of companies whose products are recognized 
brand names" Overall, their results 1ndicate that brand 
awareness and perceived brand quality in consumer products 
may spill over to the demand for stocks of their companies 

Research 1n behavioral decision theory provides support 
for the spillover effect Heath and Tversky (1990) find that 
people prefer to bet 1n areas 1n which they feel confident 
and have knowledge about the uncertainties involved, com- 
pared with more ambiguous areas Such a preference can 
carry over to investment decisions 1n that investors may pre- 
fer to hold branded stocks for which the flow of public 
information is higher Further support ıs provided by 
Huberman (2001), who finds that investors often invest in 
the familiar while ignoring principles of portfolio theory 
Insofar as advertising generates familiarity, we would 
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expect that heavily advertised stocks are more attractive 
investment options 


Signaling 


Advertising can also act as a signal of financial well-being 
or competitive viability of a firm Numerous signaling 
mechanisms can influence investor behavior Among the 
more recent research on this effect 1s Mathur and Mathur’s 
(2000) work on the stock market’s reaction to the announce- 
ment of “green” marketing strategies and Mathur, Mathur, 
and Rangan’s (1997) work on the celebrity endorsement 
effect on firm valuation The latter study finds that Michael 
Jordan’s much-publicized return to the National Basketball 
Association resulted ın an average increase 1n the market- 
adjusted values of his client firms of almost 2%, or more 
than $1 billion in market capitalization In the motion pic- 
ture industry, prelaunch advertising has been shown to 
increase stock prices and possibly create unrealistic expec- 
tations about a movie’s performance, leading to postlaunch 
price corrections (Joshi and Hanssens 2009) Thus, adver- 
tising 1n various forms may serve as a signal of future earn- 
ings potential In a study of the impact of environmental 
friendliness on firm value, Gifford (1997) finds that merely 
establishing a proenvironment practice 1s insufficient and 
that firms must advertise this to the investment community 
before 1t translates into increased financial returns In this 
case, advertising provides information that does not neces- 
sarily affect the sales of the firm but has a direct effect on its 
stock price Similarly, Mizik and Jacobson (2003) find that 
value creation (e g, R&D) alone does not enhance firm 
value and that 1t 1s necessary to have value appropriation 
(e g , through advertising) for that to occur Thus, although 
R&D can create value through innovation, the firm can only 
fully benefit after the innovations are commercialized Evi- 
dence of this 1s provided by Pauwels and colleagues (2004), 
who find that new product introductions affect both the top 
and the bottom line of firms, and by Sood and Tellis (2009), 
who find that even announcements indirectly related to 
innovation (eg, funding, expansions, and preannounce- 
ments of new product projects) affect firm value 

Further evidence in favor of signaling effects 1s pro- 
vided by Chauvin and Hirschey (1993, p 128), who report 
that “data on advertising and R&D spending appear to help 
investors form expectations concerning the size and varı- 
ability of future cash flows” Although their analysis 1s 
restricted to short-term effects, the results point 1n the direc- 
tion of a positive impact of advertising on firm value More 
recently, the signaling effect of advertising was examined in 
the accounting and auditing literature (Simpson 2008) 
Simpson (2008) finds an impact of advertising expenditures 
on both own and competitive firm market values and also 
reports that firms voluntarily disclose their own advertising 
expenditures only if past disclosures led to an increase in 
own firm value This research 1s notable in that 1t demon- 
strates a competitive aspect of the advertising signaling 
effect (1e, firms ın the same space as the advertiser may 
suffer a decline in their valuation) We incorporate this 
competitive aspect of advertising 1n our empirical analysis 


Direct and Indirect Effects 


Though not the primary focus of our research, our model 
needs to account for the effects of sales revenue and R&D, 
along with firm profitability, on valuation. Extensive prior 
research on the effects of advertising on sales provides an 
empirical generalization that the short-term elasticity on 
own brand sales 1s positive but low and that advertising will 
have a long-term effect only 1f the short-term effect 1s sig- 
nificant (Lodish et al 1995) Thus, advertising can affect 
firm value indirectly through an increase 1n sales revenues 
Furthermore, research in marketing and strategy has also 
demonstrated the positive impact of new product introduc- 
tions on sales (Nys et al 2001) Because product innovation 
requires R&D, it has also been established that R&D expen- 
ditures have a positive impact on the market value of the 
firm (Cockburn and Griliches 1988) 

Although the foregoing studies provide evidence that 
advertising may have a positive effect on valuation, we do 
not know its possible magnitude In the short run, advertis- 
ing will likely work through the indirect, tangible route— 
that 1s, increasing valuation through lifting sales and profits, 
which are known to be incorporated immediately The 
direct effect may or may not take longer to materialize, 
depending on how quickly investors update their perceptions 
of the firm’s differentiation as a result of the advertising Its 
magnitude 1s expected to be smaller because cash flow effects 
have already been taken into account Overall, because both 
spillover and signaling are positive forces, we expect the net 
investor impact of advertising to be nonnegative 


Model 


Model Specification 


The relationship between profits and valuation has been 
examined extensively 1n the finance literature. However, the 
direct relationship between advertising and valuation 1s 
more ambiguous Only effective advertising can generate 
sales profitably, and not all advertising 1s effective Further- 
more, even effective advertising can reduce profit 1n the 
short run because the advertising budget 1s a direct expendi- 
ture against current revenue Finally, 1n accordance with our 
hypothesis, there could be a branding effect of advertising 
by itself, beyond the additional cash flows generated by an 
ad campaign, which could affect the intangible assets of a 
firm Thus, we need a systems model rather than a single- 
equation approach to study our hypothesis 

In addition, the workings of advertising need to be stud- 
ied in the long run if its impact lasts well beyond the 
accounting period in which the advertising 1s spent In so 
doing, we must recognize that firm value, sales, profits, and 
advertising expenditures can all have feedback effects on 
one another For example, a higher profit ın one period may 
lead to increased advertising budgets, which in turn may 
boost sales and future profits To disentangle these effects, 
we use a dynamic systems representation, in particular a 
VAR model ın which the advertising and performance 
variables are jointly endogenous 

From a finance perspective, we use multiple measures 
of stock return to test our hypothesis (Jacobson and Muzik 


2009) Specifically, we use both market-to-book ratio 
(MBR) and matched firm returns (MFRs) as our dependent 
variable, and we compare the results While the MBR is 
common ın marketing-finance applications, the MFR 
approach has not received much attention We discuss the 
MFR metric in greater detail subsequently 

The method of matching firms to adjust for the factors 
in the Fama—French three-factor model (Fama and French 
1992) was introduced by Barber and Lyon (1997) The 
basic principle 1s to use firm matching so that industry risk, 
firm size (large versus small), and equity (high versus low 
MBR) effects are adjusted for in the calculation of the 
dependent variable itself Barber and Lyon test this metric 
against several other stock return metrics from previous 
finance literature and conclude that 1t 1s the superior metric 
under most circumstances 

We calculate the metric as follows 

1 We obtain monthly returns, firm size, Standard Industrial 

Classification (SIC), and MBR value for the firms 1n our 


study using the Center for Research in Security Prices 
(CRSP) database 
2 We order firms within the same four-digit SIC code by size 

and MBR We then match each firm for each month with a 

control firm in the same four-digit SIC The firm that 

matches best with the focal firm 1s then selected as the 
matching firm 

3 In some cases, matched firms need to be identified from 
outside the four-digit SIC of the focal firm for the following 
reasons 

a It 1s possible that there ıs no matching firm within +30% 
of the size of the focal firm (which 1s the range recom- 
mended in Barber and Lyon [1997]) 

b It is possible that the matching firm 1s another focal firm 
For example, Hewlett-Packard (HP) could be a matching 
firm for IBM However, this implies that IBM would also 
be the matching firm for HP, which would lead to pairs of 
values of equal magnitude but opposite sign ! 

c Finally, data could be missing from the CRSP database In 
all these cases, a matching firm 1s identified from a 
coarser SIC level (three-digit SIC or two-digit SIC) 2 
When a matching firm 1s determined, the difference 
between the stock return for the focal firm and the 
matched firm 1s the MFR for the focal firm for that period 

4 The difference between the returns of the focal firm and 
matched firm are the MFRs 


Although MFR 1s a powerful metric, it 1s not without 
limitations The results are dependent on finding the appro- 
priate matching firm Consequently, we validate our results 
using a MBR measure in addition to MFR 

Apart from valuation, profits, sales, and advertising 
expenditures, we also include an equation for R&D expen- 
ditures Previous studies have concluded that stock prices 
react favorably to R&D spending, while R&D expenditures 
may themselves be dependent on firm performance 

In addition to the aforementioned variables, research 
has also identified mnovation as a potential driver of stock 


INote that collinear pairs are not a concern for firm-by-firm 
modeling, as we do However, it will affect the pooled model 

2Alternatively, ıt may also be beneficial (even necessary) to 
identify a matching firm from a completely different SIC classifi- 
cation, which may also be assigned to the focal firm as a sec- 
ondary classification 
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prices Therefore, we also include an innovation variable as 
an exogenous variable in our model Recent research has 
indicated that investors react positively to firm innovation 
and even to announcements about possible future mnova- 
tion (Sood and Tellis 2009) Innovation by competitors has 
been shown to affect a focal firm both directly and through 
the increased advertising that typically accompanies new 
product launches (Fosfur1 and Gaarratana 2009) Indeed, 
Srinivasan and colleagues (2009) demonstrate not only that 
firms spend more on advertising new products but also that 
the effectiveness of that advertising 1s enhanced for truly 
path-breaking products Following these studies, we treat 
the innovation variable as exogenous 

Because the variables advertising (A), sales revenue 
(R), profit (P), and R&D expenditures (RD) can all be 
jomtly endogenous with stock return (MFR), a VAR model 
in differences with J lagged periods 1s as follows 3 


AMFR, | | MFR.t 
AR, YR,t 
(1) AP, =| Yet 
AA, YA: 
Pm YRD,t 
n] mj mj, mj, Rs || AMFR,., | | wma, 
y |T Th My ny T" AR, ür, 
= mÀ Thy mà m4 Me || AP, *| Ups 
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3For the sake of brevity, we use MFR to represent both our 
stock return methods (MBR and MFR) In a time-series context, 
we know from the finance literature that MER will have a random- 
walk component, so the VAR models will be specified in differ- 
ences (A) or a mixture of levels and differences In what follows, 
we assume the former For ease of exposition, we do not show 
exogenous variables 


This representation combines market response and decision 
response effects Consider the partitioned coefficient matrix 
for the first lag in this model 


] 
Tss 


TH, Tio Nis Tis 
In this matrix, the top-left partition represents the market 
response coefficients for stock return (momentum), sales 
revenue, and profit, respectively The (3 x 2) matrix ın the 
top-right corner shows the direct response effects of adver- 
tising and R&D on firm value, revenue, and profit The 
bottom-right partition captures firm-specific decision rules 
between advertising and R&D spending Finally, the bottom- 
left matrix measures performance feedback effects For 
example, an increase in next-period advertising spending 
due to higher sales revenue would be captured by the coef- 
ficient m14, In the systems of equations in Equation 1, 
[UMFR: UR, Up, Ua, Upp)’ ~ N (0, 24), and the order of the 
system, J, 1s determined by minimizing Schwartz’s 
Bayesian information criterion (BIC) A single equation in 
this system would be as follows (for MFR, assuming a lag 


length of one) 
i 
(2) AMFR, = Ymrr,t + AMER, , 
1 1 l 
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where the exogenous variables are as described 1n Table 1 
All variables, except MFR and firm profits, are taken ın 
natural logarithms, so the response effects may be inter- 


Variable Type 
MFR Endogenous 
MBR Endogenous 
R Endogenous 
P Endogenous 
A Endogenous 
RD Endogenous 
S Exogenous 
T Exogenous 
M Exogenous 
| Exogenous 
SP Exogenous 
SMB Exogenous 
HML Exogenous 
RMF Exogenous 


(market return minus risk-free return, Fama-French factor 
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TABLE 1 
Data Description and Sources 


Description 


Market-to-book ratio 
Sales revenue in millions of dollars 
Firm pretax profits in millions of dollars 


Seasonality 
Time trend 
Mergers and/or acquisitions 
New product announcements, 


Advertising expenditures in thousands of dollars 


Firm R&D expenditures in thousands of dollars 


as operationalized by Sood and Tellis (2009) 


S&P 500 Index 
Small minus big, Fama—French factor 
High minus low, Fama-French factor 
Excess return on market 


Matched firm return Computed as described in text 


Source 
COMPUSTAT 
COMPUSTAT 
COMPUSTAT 
COMPUSTAT 


Purchased from TNS 
Media Intelligence 
COMPUSTAT 


FACTIVA and LexisNexis 


CRSP 
Kenneth French Data Library 
Kenneth French Data Library 
Kenneth French Data Library 


preted as elasticities However, some firms incur losses 
(negative profits) and negative MFR 1n certam periods in 
the sample Although logarithms could still be taken using 
an additive constant, thus 1s an arbitrary data adjustment that 
biases the elasticity interpretation, and therefore these 
variables are measured 1n levels 

Our analysis comprises five parts First, we test for evo- 
lution of all the variables in our study A priori, we expect to 
find the performance variables to be evolving, following 
random-walk theory and extant marketing literature 
(Dekimpe and Hanssens 1995a) Second, if evolution 1s 
found, we test for the presence of cointegration, or long- 
term coevolution For example, profits and advertising 
expenditures may both be evolving, but 1f advertising bud- 
gets are set 1n function of profits, we would expect a long- 
term relationship between the two variables Third, depend- 
1ng on the outcome of these tests, we estimate suitable VAR 
models 

Fourth, we derive impulse response functions (IRFs) 
from the estimated models The IRFs trace the over-time 
impact of a unit shock to any endogenous variable on the 
other endogenous variables Following Dekimpe and 
Hanssens (1999), we use generalized IRFs (or simultaneous 
shocking) to ensure that the ordering of variables 1n the sys- 
tem does not affect the results and also to account for con- 
temporaneous or same-period effects Given a VAR model 
in differences, the total shock effect at lag k 1s obtained by 
accumulating the lower-order IRFs Following Dekimpe 
and Hanssens (1999) and Nijs and colleagues (2001), we 
determine the duration of the shock (maximum lag k) as the 
last period ın which the IRF value has a |t|-statistic greater 
than 1 

Fifth, we calculate the variance decomposition of the 
IRFs—that 1s, the percentage of the forecast error variance 
of firm value that 1s attributable to advertising shocks, sepa- 
rate from the contributions of R&D, sales, and profit shocks 
(Nys, Srinivasan, and Pauwels 2007) This analysis sepa- 
rates the direct impact of advertising on firm value from its 
indirect impact through sales and profits 


Industry Setting and Data 


Industry Setting 


We choose two industries, personal computers (PCs) and 
sporting goods, which were 1n different stages of the prod- 
uct life cycle, to help generalize our findings The PC 
manufacturing industry experienced unprecedented growth 
in the 1990s (Figure 2) and was clearly 1n the growth phase 
of its life cycle Dell, a relatively new participant, became 
the dominant PC manufacturer ın the world, while more 
established competitors, such as HP and IBM, diversified 
their businesses (e g , printers, services) to compensate for 
lost market share 1n the PC market A survey of PC indus- 
try-related articles 1n the Wall Street Journal from 1991 to 
2000 reveals that capturing market share with aggressive 
advertising and pricing was the focus of most PC manufac- 
turers Advertising messages “moved from emphasizing 
superior technology across offerings to Inghlighting per- 
ceived flaws 1n competitors" (Pope 1992, p 1), while Dell 


highlighted its first place in the first JD Power customer 
satisfaction survey for the industry (Bartimo 1991, p 6) 
Apple unveiled a $100 million ad campaign in 1994 to 
launch its new 1Mac, partly with the intention of improving 
dealer morale (The Associated Press 1998) Overall, the 
major competitors in the industry were using advertising 
campaigns to establish positions of superiority in a growing 
market and, thus, to ensure long-term success 

In contrast, the sporting goods market was well estab- 
lished, with brands such as Nike and Reebok attempting to 
gain market share at the expense of smaller competitors, 
through aggressive advertising and celebrity endorsements 
A survey of articles in the Wall Street Journal reveals the 
highly competitive nature of the market (Goldman 1993, 
Lipman 1991) 

Thus, despite their different stages in the product life 
cycle, aggressive advertising was a key element in the 
strategies of firms ın these two industries For the PC indus- 
try, advertising aimed to establish the brand, while in the 
sporting goods industry, it aimed to gain market share over 
other established brands 


Data 


We obtained 15 years (1991-2005) of monthly data on 
revenue, income, stock return, advertising, innovation 
announcements, and R&D expenditures for the leading 
competitors in the PC manufacturing industry (Apple, 
Compaq, Deli, HP, and IBM) and 10 years of data 
(1995-2004) for the sporting goods industry (Nike, Reebok, 
K-Swiss, and Skechers) We converted the stock return data 
to MFR data using the procedure outlined previously 
(Table W1 ın the Web Appendix provides descriptive statis- 
tics [see http //www marketingpower com/j1mjan10] ) 

The five PC manufacturers accounted for 70% of the PC 
desktop market and almost 80% of the portable computer 
market at the end of 2005 Similarly, the leaders of the 
sporting goods market are represented 1n our sample, with 
the four firms accounting for $19 billion 1n sales revenue 
for 2004, which 1s approximately 28% of the industry 
While the PC manufacturing industry was in a growth 
phase in the 1990s (see Figure W1 1n the Web Appendix at 
http //www marketingpower com/jmjan10), the sporting 


FIGURE 2 
Consumer and investor Responses 
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goods industry was 1n a mature phase (see Figure W2 in the 
Web Appendix) Dell emerged as the leading contender ın 
the PC industry, while firms such as Apple struggled In the 
sporting goods industry, however, Nike maintained its mar- 
ket leadership, despite the entrance of a new competitor 
(Skechers) This variability in performance and marketing 
efforts over time, both within each industry and across the 
two industries, provides a unique opportunity to study the 
long-term impact of advertising on stock return Note also 
that though we do not explicitly control for differences in 
the firms’ branding strategy, all the firms in our analysis 
employ corporate branding strategies, 1n which advertising 
has been shown to have a higher total 1mpact on firm value 
(Rao, Agarwal, and Dahlhoff 2004) 

We obtained data on income, stock return, sales, and 
R&D expenditures from the CRSP and COMPUSTAT data- 
bases We obtained firm-specific information and account- 
ing data from the COMPUSTAT database TNS Media 
Intelligence provided data on monthly advertising expendi- 
tures We used the monthly Consumer Price Index to deflate 
all monetary variables In addition, we collected 1nnovation 
data on all the firms 1n our data set Following Sood and 
Tells (2009), we used Factiva and LexisNexis databases to 
find 1nnovation-related announcements by these firms for 
the period of our data The mnovation variable 1s a count 
variable of the total number of announcements related to 
innovation for a firm/period Announcements include those 
related to setup activities (e g, grants, funded contracts), 
development activities (eg, patents, preannouncements), 
and market activities (eg, actual launches, initial ship- 
ment) Because, we are interested only ın the total impact of 
innovation, we combine all these activities to form our 
innovation variable 


Results 


We found that the results from using either stock return 
metric were comparable, so henceforth our discussion 
focuses on the findings we obtained from the MFR metric, 
the detailed results of which are available in the Web 
Appendix (http //www marketingpower com/jmjan10) We 
used augmented Dickey—Fuller tests to verify the presence 
of unit roots 1n the data We found MFR to be stationary, as 


the finance literature predicts Most sales revenues and 
advertising expenditures weie evolving, in hne with the 
empirical generalizations described by Dekimpe and 
Hanssens (1995b) 4 

The estimated VAR models, with the appropriate lags 
determined by the Schwarz BIC, showed a good fit, with R- 
square values ranging from 155 to 202 1n changes ( 936 to 
990 ın levels) for the PC industry and 183 to 310 in 
changes (908 to 975 in levels) for the sporting goods 
industry (see Table 1) We verified model adequacy by per- 
forming two tests on the residuals We test for the presence 
of serial correlation (Lagrange multiplier test) and het- 
eroskedasticity (White’s test) The results (see Table 2) 1ndi- 
cate that the model residuals are white noise 

The accumulated advertising and R&D elasticities (on 
sales) appear in Columns 2 and 3 of Table 3 The advertis- 
ing elasticities have the expected magnitude for all firms 
under study and are statistically significant for three of the 
five firms in the PC industry and two firms 1n the sporting 
goods industry 

The positive sign and the small magnitude of R&D elas- 
ticities are attributable to the uncertainty and the long gesta- 
tion period typically associated with R&D Furthermore, 
the R&D elasticities are persistent for Compaq, Dell, and 
IBM Thus, a shock to R&D expenditure has a long-term 
impact on firm sales revenue We find that the R&D elas- 
ticities for all sporting goods firms are insignificant, which 
may reflect the relatively low importance and variability of 
R&D spending in this industry (approximately 290—346 of 
sales) These results replicate previously established find- 
ings in the field and thus confirm their importance as 
covariates 1n our model 

Next, we examine the total effect of advertising on stock 
return The last column in Table 3 shows the accumulated 
advertising elasticities on MFR Note that these values com- 
bine the direct and 1ndirect advertising effects on firm value 
over time The effect of an advertising shock accumulates 
over 8, 6, 7, and 7 periods for Apple, Compaq, Dell, and 
HP, respectively (the IRFs for these four firms are signifi- 
cant for 8, 6, 7, and 7 periods, respectively) Similarly, for 
Nike, Reebok, and Skechers, the advertising shock accumu- 


^Detailed results are available on request 


TABLE 2 
Model Fit and Residual Analysis 


Fit Statistics Residual Test Statistics 
R? R? Lagrange Multiplier White 
(in Changes) (in Levels) p-Values p-Values 
Apple 156 941 989 965 
Compaq 193 937 913 994 
Dell 202 936 895 928 
HP 181 979 926 973 
IBM 155 990 871 905 
Nike 310 975 985 966 
Reebok 271 950 963 891 
K-Swiss 279 954 904 952 
Skechers 183 908 933 911 





Notes The large p-values for residual statistics support the conclusion that there is no significant serial correlation and heteroskedasticity 


among residuals 
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TABLE 3 
Customer and Investor Response Effects 


Advertising R&D Investor 
Elasticity Elasticity Effects 

Apple 245*** — 005 010*** 
Compaq 108*** 313** 006*** 
Dell 015 122** 007** 
HP 013 008 008** 
IBM 152** 080* 009 
Nike 085 386 005** 
Reebok 110 117 007** 
K-Swiss 096** — 028 002 


Skechers 107* — 076 009* 


*p « 10 (one-tailed test) 

**p « 05 (one-tailed test) 

***D < 01 (one-tatled test) 

Notes After we adjust for the outliers by using dummy variables, the 
R&D elasticity for Compaq falls to 131, which is comparable 
to that of other firms Advertising and R&D elasticities are 
sales elasticities Investor response effect is the elasticity of 
advertising on stock return 


lates over 6, 6, and 8 periods, respectively Because changes 
in advertising spending are typically not reported to 
investors, the investors are informed only through actual 
exposure This explains why the effect of a change 1n adver- 
tising 1s not absorbed 1n stock price instantly Instead, there 
1s a long-term effect beyond the first period, consistent with 
our expectation, and thus we find partial support for our 
hypothesis 

Apple, Compaq, Dell, and HP have positive and signifi- 
cant investor response elasticities, ranging from 007 to 01 
The elasticity for IBM 1s positive but not significantly dif- 
ferent from zero, which may be explained by the large size 
and scope of this company’s operations Indeed, the PC 
division of IBM accounted for only 11% of its revenue, in 
contrast to 78% for Apple and 63% for Compaq 

In the sporting goods industry, three of the firms under 
study show positive and significant investor response elas- 
ticities, ranging from 005 to 009 We find the highest elas- 
ticity for Skechers, which 1s also the youngest firm 1n this 
industry ın our data 5 

A noteworthy finding 1s that there are several cases of 
significant investor response even when there 1s no con- 
sumer response (Figure 2)® Dell, HP, Nike, and Reebok 
show an increase ın firm value even 1n the absence of any 
impact on sales Thus, advertising may have a positive 
impact even if ıt has no measurable effect on sales In con- 
trast, IBM and K-Swiss have a consumer effect but no 
investor effect This finding highlights the importance of 
focusing on a comprehensive long-term metric (eg , firm 
value) when calculating the return on investment marketing 
instruments such as advertising 


5The elasticities we obtained are aggregate elasticities across all 
products of the firms Although advertising expenditures and elas- 
ticities can vary across products, there is only one company stock 
price, which reflects overall performance, thus the need for 
aggregation 

6We thank an anonymous reviewer for this suggestion 


Overall, the investor response elasticities are of an order 
of magnitude that 1s lower than the typical sales response 
elasticities This 1s to be expected because the dependent 
variable 1s excess return, which 1s the (scaled) residual of the 
random-walk process that 1s known to underlie the behavior 
of stock prices Even so, these low elasticities can generate 
a sizable economic impact, as we explore subsequently 7 


Variance Decomposition 


To measure the direct impact of advertising on stock return 
relative to other factors, we examine the forecast error vari- 
ance decomposition of firm value The forecast error vari- 
ance decomposition calculates the contribution of the vari- 
ous covariates to the forecast variance of MFR The results 
are 1n Table 4, Panels A and B This analysis 1s meaningful 
only for firms with significant investor response elasticities 
from the IRF analysis 

Table 4, Panels A and B, shows that advertising expen- 
ditures initially have a small impact on MFR In the first 
few periods after the impulse, firm value 1s largely deter- 
mined by past value, as predicted by the random-walk 
model However, the impact of advertising increases over 
time (see, eg, Figure W3 in the Web Appendix at http // 
www marketingpower com/jmjanl0) Thus, for Apple, 
advertising explains only 569% of the forecast error vari- 
ance in Period 1 but 468% of the variance in Period 8 
Unlike the IRFs, the variance decomposition does not 
involve simultaneous shocking, and thus the percentages 
represented here indicate the impact of advertising on firm 
value beyond its effect on sales and profits 8 In conclusion, 
we find that advertising shocks often increase firm value in 
the long run and beyond the impact that might be expected 
from their effect on revenues and profits 


Impact of Competitive Advertising 


We verify how robust our results are to the inclusion of 
competitive advertising by reestimating our model (1) for 
each firm after including a competition variable (AC,) 

Because we lack sufficient degrees of freedom to simultane- 
ously include advertising expenditures from all competing 
firms in one model, we estimate competition in pairs of 
firms ? Thus, for the PC industry, for which we have five 
firms 1n our data set, we estimate 20 separate models The 
analysis reveals cointegration between the advertising 
expenditures of competing firms, prompting the use of vec- 
tor error correction models (Dekimpe and Hanssens 1999) 

After including the competitor advertising variable (AC), 
we estimate a system of the following form 


7The investor response elasticities for 1nnovation and promotion 
in the automobile industry are even lower but still statistically sig- 
nificant (see Pauwels et al 2004) 

8We used Cholesky decomposition to estimate the forecast error 
variance decomposition The results are not sensitive to the order- 
ing of the variables 

?This may bias our coefficients 1f the advertising expenditures 
are correlated However, we find that all correlations among adver- 
using variables are less than 04 in magnitude, which virtually 
eliminates the risk of bias 
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TABLE 4 
Forecast Error Variance Decompositions 





A: PC Industry 
Apple Compaq Dell HP 
Period MFR Adv MFR Adv MFR Adv MFR Adv 
1 87 481 5968 92 971 1 435a 94 183 943a 97 772 953a 
2 83 571 2 038a 90 315 2 8562 91 632 2 644a 84 369 2 010a 
3 80 287 3 670 84 583 3 241 88 742 2 997 81 189 3 134 
4 78 733 4 587 83 875 4 542 84 950 4 201 80 905 3 124 
5 78 488 4 651 83 489 5 338 84 112 5 184 80 B49 3 248 
6 78 442 4 679 83 433 5 452 82 895 5 523 80 840 3 266 
7 78 440 4 679 83 330 5676 80 799 5715 80 831 3 285 
8 78 438 4 681 83 327 5 677 79 854 5 692 80 828 3 288 
9 78 438 4 681 83 308 5 716 79 850 5726 80 828 3 289 
10 78 438 4 681 83 307 5 717 79 849 5 727 80 827 3 290 
B: Sporting Goods Industry 
Nike Reebok Skechers 
Period MFR Adv MFR Adv MFR Adv 
1 98 268 0778 99 116 183a 98 433 095a 
2 96 580 878a 96 734 639a 92 737 1 4528 
3 91 414 2 7878 91 092 822a 88 669 1 954a 
4 89 126 4 003 90 313 1 4648 84 950 2 822 
5 88 960 4 108 89 881 1 894a 88 420 3 223 
6 88 696 4 118 83 433 1 9518 88 402 3 523 
7 88 600 4 185 89 710 2 065 88 395 3 528 
8 88 588 4 189 89 707 2 065 88 392 3 529 
9 88 574 4 198 89 687 2 085 88 391 3 529 
10 88 564 4 208 89 685 2 086 88 391 3 529 


aNot significant All other figures are significant at p < 05 


Notes Read If MFR for Apple is projected 1—10 periods into the future, only 596% of the forecast error variance in Period 1 is explained by 
shocks to advertising expenditures (Adv) This percentage grows to 4 681% of the variance by Period 10 In contrast, 87 481% of the 
forecast error variance in Period 1 1s explained by momentum (variance in past values of MFR) This percentage declines to 78 438% of 


the variance by Period 10 
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The addition of the extra vector of the error correction 
variables (e. ,_ 1) 1n this system of equations results 1n addı- 
tional coefficients to be estimated To avoid overparameter- 
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ization, we restrict insignificant coefficients from Model 1 
to be zero when estimating Model 3 We difference the 
variables 1f we find them to be nonstationary The investor 
response elasticities obtained from this model appear ın 
Table 5 

The competitive elasticities are predominantly negative 
for Apple, Compaq, and Dell and are insignificant for HP 
and IBM The own investor response elasticities (which are 
the average elasticities for the four paired models estimated 
for each firm), after accounting for competition, appear as 
the diagonal values in Table 5 A comparison with the val- 
ues 1n Table 3 reveals that the own elasticities retain their 
sign and significance, while their magnitudes are margin- 
ally different Overall, the 1nclusion of competition does not 
alter the support for H; 

The competitive elasticities can be better understood in 
the context of the relative market valuations of these firms 
(see Figure W4 ın the Web Appendix at http //www marketing 
power com/jmjan10) Competitive elasticities of small mar- 
ket valuation share firms are negative (and generally signifi- 
cant), while those of large market valuation share firms are 


not significant A firm's advertising expenditure has a nega- 
tive 1mpact on the market valuation of competing firms if 
they are of a comparable size and no 1mpact on firms that 
are much larger (in market valuation) than itself This result 
can be explained by the finding that the cross-sales elas- 
ticities of the marketing expenditures are not significant 10 
Thus, the inclusion of competition provides the insight that 
advertising not only affects own firm valuation positively 
but also can have a negative effect on competitors 


Empirical Validation 


To check the validity of our model, we conducted three 
tests First, we check for the presence of structural breaks 1n 
the data Because these data span a period of 15 years for 
the PC industry and 10 years for the sporting goods indus- 
try, structural breaks 1n one or more of the series could 
occur If a series in our sample were comprised of two sta- 
tionary regimes separated by a structural break, ıt could 
appear to be evolving (Perron 1990) To guard against this, 
we carried out rolling-window unit root tests (Pauwels and 
Hanssens 2007) We select a suitably long window of obser- 
vations (40 1n this case), and the window 1s moved along the 
length of the series (180 observations for PCs and 120 for 
sporting goods) We then compare all the Dickey—Fuller 
statistics with their unit root critical values These rolling- 
window unit root tests indicated no evidence of structural 
breaks 1n the data 

Second, we test for the stabihty of the parameters 
obtained ın our model We obtain recursive estimates for the 
parameters 1n the stock return equation from the VAR, using 
a rolling-window data sample The results indicate that 
parameters are stable 

Third, we test for the possible effect of temporal aggre- 
gation in our series Although the MFR and advertising 
series were available at the monthly level, sales, R&D, and 
profit series were only available quarterly Using all series 
at the quarterly level causes a degrees-of-freedom problem, 
unless the data can be pooled across firms (Bass and Wit- 
tink 1975) Thus, we reestimated our VAR model in quar- 
terly panel form for each industry We tested the poolability 


10Detailed results are available on request 


TABLE 5 
Investor Response Effects with Competitive 
Advertising 
Impact on 
Impact of Apple Compaq Dell HP IBM 
Apple 0082** —0019* 0000 0000 0000 
Compaq  -0010*  0076**—0010 0000 0000 
Dell —0022* —0016 0072* - 0010 -0014 
HP 0000 -— 0021 0019 0069 0011 
IBM 0000 0000 0016 0018 0053 


*p « 10 (two-tailed test) 

**p « 05 (two-tailed test) 

Notes Coefficients smaller than 10-4 are displayed as 0000 The 
impact of Dell advertising on Apple can be read as follows A 
1% increase in Dell advertising results in a 0022 unit reduc- 
tion in the stock return of Apple 


of the model using the Chow F-test, extended to a system of 
equations (Chow 1960) 


.. (RRSS - URSS)/r 
|... URSS/d 


, 


where RRSS 1s the restricted (pooled model) sum of 
squared residuals, URSS 1s the sum of squared residuals 1n 
the unrestricted model (trace of the variance—covartance 
matrix), ris the number of linearly independent restrictions, 
and d is the number of degrees of freedom for the unre- 
stricted model For a model with firm-specific intercepts 
and fixed response effects, this test yields F-values of 2 27 
(PC) and 2 13 (sporting goods), which are below the critical 
value of 2 4 at the 95926 confidence level Thus, we conclude 
that the data are partially poolable, with firm-varying inter- 
cepts and common slopes 
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In Equation 3, Y 1s the common vector of intercepts, and P, 
is a (5 x 1) vector of company specific dummy variables 
Thus, D Compaq is 1 when variables correspond to Compaq 
and 0 otherwise 

The R-square in changes for the panel VAR model is 
237 ( 939 1n levels) for the PC industry and 269 ( 966 in 
levels) for the sporting goods industry The optimal number 
of lags, determined by the Schwarz BIC, 1s 2, and the resid- 
ual portmanteau test indicates that residuals are white noise 
The most important confirmatory result 1s that the advertis- 
ing elasticity of MFR ıs significant and positive for both 
industries (PC 007, t-statistic = 1 98, sporting goods 006, 
t-statistic = 190) Thus, our generalized estimate of the 
long-term advertising effect on firm valuation 1s between 
006 and 007, and both the structural-break test and the 
temporal-aggregation test validate the results of our model 


Market Capitalization Projections of 
Increased Advertising Spending 


The estimated investor response elasticities can be used to 
project the impact on market capitalization of various 
changes in the advertising level of firms with significant 
response effects These forecasts quantify the economic 
impact of advertising spending on firm value Indeed, 
although the elasticities are small ın magnitude, they can 
translate into a substantial impact on market capitalization 
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Table 6, Panel A, shows the change 1n market valuation 
for a 10% increase ın advertising spending for the PC 
brands with significant customer and investor response to 
advertising (1e , Apple and Compaq) No competitive reac- 
tion takes place ın these scenarios In projecting the market 
valuation figures, we adjusted for the increased advertising 
spending and the effects of a reduction 1n firm profits (and 
thus stock returns) Compaq achieves gains 1n total market 
value that exceed the loss from the implied profit reduction 
1n all four years of the simulation, while Apple gains 1n only 
one of the four years These results derive from the oppos- 
ing forces of cost 1ncreases (profit reduction), revenue and 
profit enhancement, and brand equity gains 

In contrast to the no-reaction scenario 1n Table 6, Panel 
A, the scenario in Table 6, Panel B, shows the change 
assuming that competitors respond by increasing their 
advertising expenditures as well We consider the competi- 
tor with the highest cross-elasticity from Table 5 the respon- 
der In all cases, the direct effect of advertising on valuation 
is insufficient to justify a sizable increase ın spending (1e, 
a consumer response [indirect] effect 1s required as well) 
Therefore, we examine more closely the profit-maximizing 
advertising spending level as well 


Profit-Maximizing Spending 


Using the well-known Dorfman-Steiner conditions (see 
Dorfman and Steiner 1954), we write the optimal advertis- 
ing for a profit-maximizing firm as follows 

l 
(5) AdV opr, = (Sales, xG; xe "ET , 


where AdVopt‚ 1s the optimal advertising spend, Sales, 1s 
baseline sales (sales due to factors other than advertising), 
G; 1s gross margin at time t, and £4 1s the advertising elas- 
ticity We obtain the baseline sales with the following 


sales, 


Adv,4 





(6) Sales, — 


We obtained gross margins from annual financial reports for 
the respective firms Using these data, we can derive the 
annual Dorfman-Steiner optimal advertising budgets and 
compare them with the actual expenditures Table 7 pro- 
vides these comparisons for the 1997—2000 period 

We conclude that an increase in advertising spending 
results 1n a gain ın market capitalization only when the 1n1- 
tial advertising expenditure 1s between 94% and 117% of 
the Dorfman-Steiner optimal level Overall, our conclusion 


TABLE 6 
Market Valuation Impact 


A: 10% Advertising Increase 


Increase Due 


Increase Due 


Reduction Due 


Year Current MV to Revenue to Direct Effect to Cost New MV Net Gain 
Apple 
1997 $1,500 $1 42 $ 08 $2 72 $1,499 No 
1998 $3,700 $3 51 $ 19 $4 53 $3,699 NO 
1999 $12,700 $12 06 $ 64 $5 36 $12,707 Yes 
2000 $3,700 $3 51 $ 19 $8 06 $3,696 No 
Compaq 
1997 $35,600 $23 52 $1 40 $4 15 $35,621 Yes 
1998 $57,800 $38 18 $2 28 $5 42 $57,835 Yes 
1999 $36,600 $24 18 $144 $6 04 $36,620 Yes 
2000 $19,800 $13 08 $ 78 $5 23 $19,809 Yes 
B. 10% Increase in Own and Competitive Advertising 
Increase Increase Reduction 
Due to Due to Reduction Due to 
Year Current MV Revenue Direct Effect DuetoCost Competition New MV Net Gain 
Apple 
1997 $1,500 $1 42 $ 08 $2 72 $ 42 $1,499 No 
1998 $3,700 $3 51 $ 19 $4 53 $1 04 $3,699 No 
1999 $12,700 $12 06 $64 $5 36 $3 56 $12,707 Yes 
2000 $3,700 $3 51 $ 19 $8 06 $1 04 $3,696 No 
Compaq 
1997 $35,600 $23 52 $1 40 $415 $6 41 $35,621 Yes 
1998 $57,800 $38 18 $2 28 $5 42 $10 40 $57,835 Yes 
1999 $36,600 $24 18 $1 44 $6 04 $6 59 $36,620 Yes 
2000 $19,800 $13 08 $78 $5 23 $3 56 $19,809 Yes 


Notes All figures are in millions of dollars MV = market valuation 
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TABLE 7 
Comparison of Actual Advertising 
Expenditures with Optimal 





Dorfman- 
Steiner Optimal 
Advertising Actual Deviation from 
Expenditure Expenditure Optimal 
Apple 
1997 $319,134 $406,760 27% 
1998 $299,814 $676,570 126% 
1999 $426,437 $400,530 -6% 
2000 $411,020 $1,203,630 193% 
Compaq 
1997 $797,084 $923,330 1696 
1998 $885,658 $720,582 —1996 
1999 $1,029,938 $1,204,020 1796 
2000 3 $1,199,531 $1,163,920 —3% 


Notes All figures are in hundreds of dollars 


is that the market capitalization effect of increased advertis- 
ing spending can be sizable, but it 1s still subject to eco- 
nomic reasonableness There must be a consumer response 
impact to supplement the direct effect, and the spending 
must be 1n the vicinity of the profit- maximizing level 


Conclusions and Further Research 


This study provides conceptual and empirical evidence of a 
positive relationship between advertising expenditures and 
the market value of firms The results show that there 1s an 
investor response effect of advertising beyond its expected 
effects through revenue and profit sales increases The 
pooled estimate of the investor response elasticity in two 
industries 1s between 006 and 007 

The findings have several important implications for 
managers First, we show that advertising has a double 
impact on firm value—through direct and indirect routes— 
which provides a strong justification for investments in 
advertising Second, we demonstrate that advertising may 
have an investor impact even if there 1s no tangible con- 
sumer impact This implies that managers should be cog- 
nizant of the total impact of advertising spending, not only 
the near-term sales or profit impact Third, we highlight the 
impact of competitive advertising on own firm valuation 
Managers should be especially cognizant of aggressive 
advertising campaigns by firms of similar size because they 
have the potential to negatively affect own firm stock price 
Finally, we show the importance of keeping advertising 
expenditures reasonably close to the optimum In the indus- 
tries we study, the market penalizes firms for significant 
deviations from optimal spending 1n both directions 

Several limitations help set an agenda for further 
research First, we studied only two industries—PC manu- 


facturers and sporting goods A replication of the model in 
other industries and periods would provide further cross- 
validation of the results Second, this work could be 
extended to the differential impact of advertising media on 
market valuation Third, ıt would be worthwhile examining 
the hypothesis for firms that use either a house-of-brands or a 
mixed-branding strategy Finally our model could be 
extended to separate the volume effect of branding from the 
price premium effect (Ailawadi, Lehmann, and Neshn 2003) 

There are some limitations 1n our data set as well As in 
most valuation studies, revenue and profit data are aggre- 
gated to the firm level (1e, they are not broken down by 
division) When applied to tracking stocks for which there 
is a closer match between the product category and the cor- 
porate 1dentity, our approach may reveal higher advertising- 
to-market value elasticities Similarly, our advertising data 
did not include a breakdown of spending on product adver- 
tising versus brand image advertising Partially as a result of 
this, some of our elasticities have relatively modest t-statistics 

Nevertheless, the results succeed in linking advertising 
directly to firm value and thus underscore the importance of 
building mtangible assets The direct relationship between 
advertising and firm value provides managers with a new, 
more comprehensive metric of advertising effectiveness 
(1e, firm value) Although the investor response elasticity 
is small in magnitude, advertising can induce substantial 
changes to firm valuations 

Our findings open up several areas for further research 
Among these, the presence of a long-term effect of advertis- 
ing on the market value of a firm, possibly through the crea- 
tion of brand equity, suggests that any action that grows 
brand equity could affect firm value Thus, order of entry, 
distribution intensity, or even choice of media may be 
hypothesized to affect the brand equity of a firm and, thus, 
its market value Another area of interest 1s the potential 
relationship between the quality of advertising execution 
and its 1mpact on firm value Anecdotally, Apple 1s highly 
regarded for is advertising campaigns Its “1984” adver- 
tisement was rated the “Best Ever Super Bowl Ad” by 
ESPN and won a CLIO award (the world’s largest advertis- 
ing competition) Between 1990 and 1998, various Apple 
Computers advertisements won 23 CLIO awards in differ- 
ent categories, compared with 1, 0, 7, and 11 awards for 
Compaq, Dell, HP, and IBM, respectively Further research 
should examine the extent to which such differences 1n per- 
ceived advertising quality have an influence on the investor 
community Finally, because market value is affected by 
both the level and the volatility of sales revenue, further 
research should examine the effect of marketing variables 
on volatility 
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Is That Deal Worth My Time? The 
Interactive Effect of Relative and 
Referent Thinking on Willingness to 
Seek a Bargain 


Prior research on relative thinking has suggested that the willingness to seek a bargain depends not only on the 
absolute value of the bargain but also on the price of the product For example, a discount of $10 seems more 
appealing on a product whose regular price is $20 than a product whose regular price is $60 By invoking the 
interactive role of consumers' reference prices, the authors delineate the specific conditions under which the same 
$10 discount can seem less appealing when the price is $20 than when it is $60 They present a formal model that 
simultaneously incorporates the effects of relative and referent thinking and yields novel predictions, which are 
supported in four laboratory experiments Their results reveal that deviation from the reference price determines 
when relative thinking holds and when it gets reversed Specifically, the relative-thinking effect holds when the 
actual price is the same as expected, it reverses when the actual price deviates from the expected price, but it 
emerges again when deviation from the expected price becomes extreme The authors conclude with the 
theoretical and managerial implications of their findings for marketing activities, such as the allocation of sales 
promotion budgets 


Keywords behavioral decision theory, sales promotions, consumer behavior 


onsumers love bargains The possibility of cheaper research suggests that people demonstrate relative thinking, 
Cre urges people to drive to far-away outlet a $10 saving 1s more appealing on a price of $20 than on a 

malls, the prospect of getting a discount makes them price of $60 (Azar 2007, Thaler 1980, Tversky and Kahne- 
clip and save coupons, and the promise of instant savings at man 1981) We employ a combination of analytical model- 
the time of purchase is reason enough to sign up for the ing and laboratory experimentation to delineate the condi- 
store-specific credit card How far are consumers willing to tions under which relative thinking can reverse 
go for such bargains? Consider an example of two stores From a theoretical standpoint, we help better understand 
Store A sells a shirt for $20, but Store B sells the same shirt the factors that determine the effectiveness of bargains, such 
for $10 Would a consumer shopping 1n Store A be willing as price promotions (Blattberg, Briesch, and Fox 1995) It is 
to take a five-minute drive to Store B to save $10 on the $20 well known that the perception of a price depends on the 
shirt? Furthermore, would the consumer take a five-minute price a consumer expects to pay—the internal reference 
drive to save $10 on a $60 shut? Although traditional eco- price (Grewal, Monroe, and Krishnan 1998, Kalyanaram 
nomic theories suggest that consumers should base their and Winer 1995, Winer 1986, for a recent review, see 
decision on how much they value the benefit of $10 versus Mazumdar, Raj, and Sinha 2005) If reference prices change 
the cost of a five-minute drive (Stigler 1987), behavioral price perceptions, can they also influence the relative think- 


ing of bargains offered on those prices? To understand this, 
we develop an analytical model that simultaneously 1ncor- 
porates the effects of relative and referent thinking into the 
prospect theory value function (Kahneman and Tversky 
1979) We show that deviation of the actual price (on which 
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when the actual price deviates from the reference price, 
consumers become less willing to seek a bargain on a prod- 
uct that 1s priced low than on a product that 1s priced high 
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Finally, when discrepancy from the reference price becomes 
extreme, the relative-thinking effect emerges yet again 

Our findings have direct relevance for marketers who 
implement bargains, such as giving a few cents off or pro- 
viding “freebies” of specific monetary value We provide 
new insights into how willingness to seek such bargains 
changes with the price of the product The suggestion from 
research on relative thinking 1s to increase the impact of a 
sales promotion by offering 1t on a cheap rather than an 
expensive product That 1s, given a fixed sales promotion 
budget aimed at 1ncreasing store traffic, a manager should 
apply discounts to low-priced rather than high-priced prod- 
ucts Indeed, that 1s what managers usually do when they 
offer heavily discounted “loss leaders" to entice customers 
into the store so that they might consider the more expen- 
sive “big-ticket” items In this article, we identify several 
situations 1n which managers should do the opposite—that 
is, apply discounts on high-priced rather than low-priced 
products 

We delve deeper into the theoretical and managerial 
implications 1n our "General Discussion” section However, 
we begin with an overview of relative and referent thinking 
Then, following a research style of relying on multiple 
approaches (Geylam, Inman, and Ter Hofstede 2008), we 
combine mathematical analysis with behavioral studies 
Specifically, we derive cause-effect relationships from an 
analytical model that formalizes the competing effects of 
relative and referent thinking and experimentally test 
whether consumers behave in accordance with our 
predictions 


Relative Thinking 


The notion of relative thinking seeped into the marketing 
literature ın terms of Weber's law “A person can discrimi- 
nate between two intensities of a physical stimulus only in 
proportion to the intensity of the stimulus itself, but not ın 
absolute amounts” (Miller 1962, p 57) Miller (1962) 
offered some evidence that suggested that this law also 
holds for pricing, such as retailers’ perceptions that dis- 
counts need to be at least 20% of the onginal price to be 
effective Others (Gabor and Granger 1964) also suggested 
the 1dea that consumers react to relative rather than absolute 
price changes, and 1t soon permeated into textbooks of con- 
sumer behavior (Engel, Kollat, and Blackwell 1968, Myers 
and Reynolds 1967) Soon after, Kamen and Toman (1970) 
showed that a price differential between brands could 
become more important at higher prices, offering this as 
evidence against Weber's law Although their article evoked 
understandable criticism on both theoretical and empirical 
grounds (Gabor, Granger, and Sowter 1971, Monroe 1971), 
we find Kamen and Toman's (1970) intuition useful With 
the benefit of new theories 1n the four decades since their 
article—prospect theory (Kahneman and Tversky 1979), 
relative thinking (Thaler 1980), and reference prices (Winer 
1986)—we now offer a more comprehensive analysis We 
find that relative thinking 1s not influenced simply by a 
change 1n price levels (Kamen and Toman 1970) but rather 
by whether and how prices deviate from a reference point 


The conceptualization of relative thinking, which was 
dominated by Weber’s law until the 1970s, was refined after 
the advent of Kahneman and Tversky’s (1979) prospect 
theory Thaler (1980) interpreted relative thinking 1n terms 
of the prospect theory value function He argued that 
because the loss portion of the function 1s convex, people 
exhibit diminishing sensitivity such that they are more sen- 
sitive to a saving of $5 if it 1s realized on a small loss 
(expenditure of $25 on a radio) than if 1t 1s realized on a 
large one (expenditure of $500 on a television) Tversky and 
Kahneman (1981) demonstrated this effect using hypotheti- 
cal scenarios 1n which a jacket and a calculator were being 
purchased Keeping the total expenditure on the two items 
constant, they found that participants expressed greater 
willingness to drive 20 minutes to save $5 on the calculator 
when it was priced at $15 than when st was priced at $125 
In terms of mental accounting (Kahneman and Tversky 
1984), people do not rely on a minimal account (1e, 
absolute dollar saving) or a comprehensive account (1e, 
saving over total expenditure) Instead, they focus on rela- 
tive savings over the focal product, thus relying on a topical 
account (1e , saving over the price of the calculator) The 
evidence in favor of relative thinking 1s conclusive (Azar 
2007), this effect has been replicated 1n different settings 
with different types of participants (Mowen and Mowen 
1986, Ranyard and Abdel-Nabi 1993) However, boundary 
conditions do exist. For example, relative thinking dimin- 
ishes when the level of absolute saving 1s high (Moon, 
Keasey, and Duxbury 1999), when the percentage saving 1s 
small (Darke and Freedman 1993), or when 1t 1s difficult to 
evaluate the value of a sales promotion 1n relation to the 
focal product or its price (Nunes and Park 2003) In such 
cases, relative thinking decreases, and people rely on 
absolute thinking to make decisions We add to this discus- 
sion on the limits of relative thinking. However, rather than 
focusing on how relative thinking can diminish and give 
way to absolute thinking, we explore the conditions in 
which ıt reverses because of referent thinking 


Referent Thinking 


Prospect theory suggests that referent thinking plays a criti- 
cal role when choices are made under uncertainty (Kahne- 
man and Tversky 1979) and even when choices are riskless 
(Tversky and Kabneman 1991) The essence of the prospect 
theory value function is that carriers of value are not 
absolute states but rather are the gains and losses that occur 
relative to a reference point. Moreover, losses loom larger 
than corresponding gains (1e, loss aversion), though the 
marginal value of both decreases with their size (1 e , dimin- 
ishing sensitivity) This produces an asymmetric S-shaped 
value function, concave for the gains portion (which 1s 
above the reference point) and convex for the losses portion 
(which 1s below the reference point) 

Tbe notion that people think 1n terms of reference points 
has been adopted by pricing scholars 1n terms of a reference 
price (Hardie, Johnson, and Fader 1993, Monroe 2003, 
Winer 1986) That 1s, consumers evaluate actual prices by 
comparing them with an internal reference price—an 
expected price from memory—above which prices are typi- 
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cally judged as high and below which they are judged as 
low These price expectations are usually based on knowl- 
edge about past prices of products (Kalwani et al 1990) 
Drawing empirical generalizations from the extensive lit- 
erature on reference prices, Kalyanaram and Winer (1995) 
report that the internal reference price has a consistent and 
statistically significant 1mpact on consumer demand and 
that, consistent with prospect theory, consumers react more 
strongly to price increases from a reference point (1e, 
losses) than to price decreases (1e , gains) 

Given that consumers usually have internal reference 
prices for products and that these prices have important 
implications for consumer demand, ıt ıs important to con- 
sider their 1mpact on relative thinking Note that relative 
thinking implicitly relies on external reference points, such 
as the product price suggested by a seller or even the refer- 
ence point of zero expenditure What has not been studied, 
however, 1s how relative thinking might be influenced by a 
person’s internal reference price—the price he or she 
expects to pay This 1s the focus of this article 


Joint Effects of Relative and 
Referent Thinking 


We develop an analytical model in which we incorporate 
the notions of reference price (Winer 1986) and relative 
thinking (Thaler 1980) simultaneously into the prospect 
theory value function (Kabneman and Tversky 1979, Tver- 
sky and Kahneman 1992) Referent thinking 1s related to 
the concepts of loss aversion and diminishing sensitivity In 
our model, loss aversion implies that the impact of a fixed 
dollar saving will be greater if the actual price is higher than 
the reference price (ie , the saving attenuates a loss) rather 
than lower (1e, the saving enhances a gain), whereas 
diminishing sensitivity implies that the 1mpact of a fixed 
dollar saving will diminish when deviation of the actual 
price from the reference price mcreases Conversely, rela- 
tive thinking 1s related only to the concept of diminishing 
sensitivity without any consideration of the reference price 
That is, the impact of a fixed dollar saving will diminish 
when the actual price increases The following example 
illustrates the joint effects of relative and referent thinking 
Consider a consumer who has a reference (ie, 
expected) price of $40 for a product If the consumer finds 
the actual price to be $60, prospect theory suggests that he 
or she will experience a loss If the consumer finds the 
actual price to be $20, he or she will experience a gain 
Consequently, a saving (eg, $10) will be perceived as 
attenuation of a loss 1n the case of $60 but as enhancement 
of a gain in the case of $20 Because the loss portion of the 
value function 1s steeper than the gains portion, referent 
thinking suggests that the saving will be perceived as more 
attractive when the actual price is $60 than when it 1s $20 
In contrast, relative thinking suggests that the saving will be 
perceived as less attractive when the actual price 1s $60 than 
when ıt ıs $20 We argue that the degree of deviation from 
the reference price determines which effect dominates. 
Specifically, 1f there 1s no deviation of actual price from the 
reference price, there 1s no effect of referent thinking, and 
the attractiveness of a saving 1s simply determined by its 


36 / Journal of Marketing, January 2010 


relative value with respect to the actual] price. However, as 
actual price deviates from a reference price, the strength of 
both relative and referent thinking changes with ıt The out- 
come of this dynamic 1s that, at moderate deviations, refer- 
ent thinking dominates, thus reversing the relative-thinking 
effect As the deviation becomes extreme, relative thinking 
reemerges again We now formalize these effects 


Model 


To better understand consumers’ marketplace behavior, 
recent literature has considered reference utility, which 1s 
emphasized by prospect theory, 1n conjunction with con- 
sumption utility, which 1s emphasized by traditional eco- 
nomic models (Koszegi and Rabin 2006, Sugden 2003) 
Similar to Koszegi and Rabin (2006), we formulate a per- 
son's utility from a transaction 1n terms of the utility associ- 
ated with the recetpt of a good and the (dis)utility associ- 
ated with the payment 1n money, with each utility further 
consisting of two utilities, consumption and reference 


() ul, pla, Pp) = mQ) + valld) + m,(p) + vpl) 


Utility for receipt of good Utlity for payment 


In Equation 1, m( ) represents the consumption utility 
that depends only on the outcome, whereas v( ) represents 
the reference utility that depends on the deviation from the 
reference level Our focus 1s on the purchase decision of a 
specific product that has a given quality level but exhibits 
variation in prices Thus, a consumer's choice would pri- 
marily be based on his or her valuation of the prices, which 
can be written as follows 


(2) u(plp) = m(p) + v(plp) 


The model considers a representative consumer who has 
an internal reference price, which 1s the expected price he or 
she has in mind, when visiting Store 1 Because the 
expected price 1s based on knowledge gained over time 
about product prices (Kalwant et al 1990), we assume that 
it is stable and does not change when actual prices are 
observed at Store 1 However, the consumer observes the 
discrepancy, if any, between expected and actual price Fur- 
thermore, when the consumer finds out the actual price at 
Store 1, he or she also becomes aware that another store 
(Store 2) 1s offering a monetary bargain on the same prod- 
uct, such as a few cents off or a free product of a specified 
dollar value We model a scenario of two stores to fix the 
idea that a specific cost must be incurred to get a bargain 
This cost 1s a loss in utility, which could arise, for example, 
from needing to drive from one store to another or to clip 
and save coupons Our analysis examines the probability of 
a consumer incurring a cost to go to Store 2 to get a saving 

Consider that the consumer goes to Store 1 with a refer- 
ence price, denoted by p, > 0 Arriving at the store, the con- 
sumer sees the actual posted price, denoted by p, » 0, which 
could be either the same as the reference price or different 
This actual price can be denoted as p, = p, + a, where “a” 
denotes the deviation from the reference price Thus, if a > 
0, the item 1s selling at a higher-than-expected price If a < 
O, it ıs selling at a lower-than-expected or expected price 


Following Equation 2, we write the overall utility for the 
consumer 1f he or she buys at Store 1 as follows 


(3) u(a, p,) = m(p,) + v(a) 


We formulate the first term m(p,) 1n such a way that it 
exhibits the diminishing sensitivity characteristic of relative 
thinking That 1s, a saving of $5 has a stronger influence on 
prices that are small than on those that are large, in other 
words, paying $495 is less painful than paying $500, but 
paying $20 is a lot less painful than paying $25 (Thaler 
1980) We formulate the second term v(a) so that 1t 1ncorpo- 
rates the referent-thinking properties of the prospect theory 
value function It strictly increases and exhibits loss aver- 
sion as well as diminishing sensitivity that 1s dictated by a 
reference point (Kahneman and Tversky 1979, Tversky and 
Kahneman 1992) We use the following parametric formu- 
lations for relative-thinking and referent-thinking utilities 


(4a) m(p,) = -(p, + a)P, and 


Q 
(4b) vias (lal) fora<0 
-A(lal) fora>0O 


In Equation 4a, 1n line with Thaler (1980), the price 
enters as a disutility 1n the value, and 0 « B < 1 captures the 
diminishing sensitivity to marginal utility In Equation 4b, 
in line with Tversky and Kahneman (1992), a < 0 implies 
that p, S p, and thus 1s coded as a gain, while a > 0 implies 
that p, > p, and thus 1s coded as a loss Note that only the 
deviations from the reference price enter Equation 4b Fur- 
thermore, 0 < & < B < 1 captures the diminishing sensitivi- 
ties associated with the value function, and A > 1 1s the loss 
aversion coefficient Note that the diminishing sensitivity of 
price 1n m(p,), denoted by D, 1s the same as that of the loss 
domain in v(a) because prior research related to relative 
thinking has conceptualized the expenditure on a product as 
a loss 1n terms of the prospect theory value function (Thaler 
1980) 

Following Equations 4a and 4b, we write the overall 
utility associated with a purchase involving an actual price 
payment of p, at Store 1 as follows 


-(p, ~ ll + (ial) fora <0 


(5) u |a,p, | = 
| «) -(p, + al)" — ^ (lal) fora» 0 

The consumer also has the option to go to Store 2 by 
incurring a cost (1e, loss in utility), denoted by c > 0, 
which 1s drawn from a distribution F that has a strictly posi- 
tive density f over R We model the realization of cost to be 
stochastic to account for contextual factors 1n which a con- 
sumer might find him- or herself, for example, running late 
for work versus shopping leisurely and to account for con- 
sumer heterogeneity (e g, because of income, consumers 
might differ 1n their propensity to incur costs to realize sav- 
ings) We view the saving (x) to be realized by going to 
Store 2 as being certain As we show separately, however, 
introducing uncertainty does not change our results (see the 
Web Appendix, Section A, at http //www marketingpower 


com/jmjanl10) Moreover, we consider the saving smaller 
than the deviation from the reference price (0 < x < Jal), a 
saving does not change the price from being higher than 
expected at Store 1 to being lower than expected at Store 2 
This helps us present the pure case 1n which Stores 1 and 2 
are qualitatively similar insofar as they are both either 
below the expected price or above it, and there 1s only a 
quantitative difference such that Store 2 offers a finite sav- 
ig As we show separately, however, the results do not 
change when x » a (see the Web Appendix, Section B, at 
http //www marketingpower com/jmjan10) For now, we 
consider a consumer who realizes a saving of x by going to 
Store 2, so that the price 1s p, — x > 0, where 0 < x < ja] The 
overall utility 1s as follows 


-(p, lal -xf +(Ial + x) -c foras0 


(6) u5la,p.x]-— 
| ) -(p, -lal - x} -X(lal- x) -c fora»0 
In Equation 6, in the domain of gain (a < 0), the saving 
accrued at Store 2 enhances gains, whereas 1n the domain of 
loss (a > Q), the saving attenuates losses 


Case of No Deviation from Reference Price 


Here, we consider the benchmark case 1n which the actual 
prices are the same as expected Note that a same-as- 
expected perception depends on a consumer’s view rather 
than numerical equivalence For example, an actual price of 
$100 49 ıs numencally different from a reference price of 
$100 50, but a consumer 1s likely to perceive no deviation 
The following analysis adopts the perspective of a con- 
sumer who perceives no deviation from a reference price 
Gie,a=0) 

From Equation 5, the utility of a purchase from Store 1 
is as follows 


(7a) up.) = -(p)P 


From Equation 6, the utility of a purchase from Store 2 1s as 
follows 


(7b) ux(pj) = -(p, - x)P + (x) —c 


So the consumer would purchase from Store 2 1f uo(p,) > 
uj (p,)—that 1s, 1f 


c < (pP — (p, — x)B + (x)€ 


Thus, the probability that the consumer buys from Store 2 1s 
as follows 


(7c) Pr(Purchase at Store 2/a — 0) 
-elet-e lo] 


For a given x in Equation 7c, as p, goes up, [(ppP — (p, — 
x)P] goes down as a result of diminishing sensitivity, and 
thus the probability of a purchase at Store 2 goes down In 
the case under consideration, the reference price (p) 1s the 
same as the actual price (pj) This umplies that as the actual 
price goes up, the probability of a purchase at Store 2 goes 
down 'This result reveals the relative-thinking effect and 
can be formally stated as follows 
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P, A relative-thinking effect holds when Consumer A 
observes a low actual price and Consumer B observes a 
high actual price, but neither consumer perceives a devia- 
tion from the reference price. Specifically, the willingness 
to seek a promotional offer of a specific monetary value 1s 
higher for À than for B 


Case of Deviation from Reference Price 
Here, we consider the case 1n which the consumer perceives 
the actual price as different from what he or she expected 
(16,a 0) In hne with Equations 5 and 6, 1f a < O—that is, 
when faced with a lower-than-expected price at Store 1— 
the customer will go to Store 2 to receive a saving of x if 
(pr — la] — 398 + (fal + x)& — c > -(p, ~ lahh + (aly 
or if 
c < [(p, — Ja)? — (p. — lal — :9P] + [da] + x99 — daho 


Thus, if a < 0, the probability that the consumer will go to 
Store 2 1s as follows 


(8) Pr( Purchase at Store 2/a € 0) 


Pnce Saving Gam Enhancement 


Similarly, following Equations 5 and 6, if a > 0—that 1s, 
when faced with a higher-than-expected price at Store 1— 
the customer will go to Store 2 to receive a saving of x 1f 


(9) Pr(Purchase at Store 2 / a » 0) 
p B p p 
-rff (os «| - (p; lal - x) Jal (a) (al x) } 
Neea a n a 
Price Saving Loss Attenuation 


Note that ın the domains of both gain (Equation 8) and loss 
(Equation 9), getting a monetary promotion of x at Store 2 
leads to a perception of price saving However, 1n the 
domain of gain, there 1s an additional benefit of enhancing 
the gam experienced from finding a lower-than-expected 
price at Store 1 Similarly, in the domain of loss, there 1s an 
additional benefit of attenuating the loss experienced from 
finding a higher-than-expected price at Store 1 To examine 
Equations 8 and 9 more closely, we define the following 
eA; =(p, — laD? — (p, — lal — x)B (price saving in the gain 
domain), 
* A, = (lal + x)% - ([a& (gam enhancement ın the gain domain), 
eA; =(p, + la) — (p, + fa] — x)B (price saving ın the loss 
domain), and 
*A, =A{({al)8 — dal — x)P] Goss attenuation in the loss domain) 


In these expressions, the relative-thinking effect 1s denoted 
by A, — A3, which captures how the benefit of x leads to dif- 
ferent perceptions depending on whether the price at Store 
1 1s low or high Conversely, the referent-thinking effect 1s 
denoted by A4 — Aj, which captures how the benefit of x 
leads to different perceptions depending on whether the 
price at Store 1 1s lower or higher than expected 

We now examine a few comparative statics For every 
lal € p, (1e, a lower-than-expected price never falls below 
zero), dimimshing sensitivity implies that A; 2 A4 As lal 
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goes up, the two prices, (p, — |al) and (p, + lal), grow farther 
apart Formally, 0(A, — A3)/olal > O That 1s, the relative- 
thinking effect increases as the difference between prices 
increases Conversely, diminishing sensitrvity and loss aver- 
sion imply that Ay = A; As la| goes up, both A; and A4 go 
down, but A, goes down faster than A, Formally, d(Ay — 
A,)/dla| < 0 That 1s, the referent-thinking effect decreases as 
the difference between prices increases Analogously, as the 
difference between prices decreases (1e, as prices move 
closer to the reference point), the relative-thinking effect 
decreases, but the referent-thinking effect increases 

This comparative static 1s at the heart of this article 
Specifically, when the deviations from the reference price 
are relatively small, the referent-thinking effect captured by 
(A, — A5) dominates, causing a consumer faced with a 
higher price (p, + |al) to be more likely to make the effort 
and realize a saving than a consumer faced with a lower 
price (p, — |a) Conversely, when the deviations from the 
reference points are relatively large, the relative-thinking 
effect captured by (A, — A34) dominates, causing a consumer 
to be more likely to seek the bargain when the price 1s low 
(p, — jal) than when it ıs high (p, + al) (A calibration of the 
value of |a| denoted by la|*, below which the referent-thinking 
effect dominates the relative-thinking effect, 1s presented 1n 
the Web Appendix, Section C [http //www marketingpower 
com/jmjan10] ) This discussion suggests that referent think- 
ing can lead to a reversal of the relative-thinking effect as 
long as deviations from the reference point are of a small or 
moderate level However, when these deviations become 
extreme, relative thinking will emerge again These 1deas 
are encapsulated 1n the following two propositions 


P, A referent-thinking effect holds when Consumer A 
observes a low actual price and Consumer B observes a 
high actual price but both perceive a moderate deviation 
from the reference price (A perceives the price as moder- 
ately lower than expected, but B perceives the price as 
moderately higher than expected) Specifically, the will- 
ingness to seek a promotional offer of a specific monetary 
value 1s higher for B than for A 

P4 A relative-thinking effect holds when Consumer A 
observes a low actual price and Consumer B observes a 
high actual price but both perceive an extreme deviation 
from the reference price (A perceives the price as 
extremely lower than expected, but B perceives the price 
as extremely higher than expected) Specifically, the will- 
ingness to seek a promotional offer of a specific monetary 
value 1s higher for A than for B 


A Numerical Example 


As we formulated 1n Equations 8 (low price) and 9 (high 
price), there is a relative-thinking effect (1 e , price saving at 
low versus high price) and a referent-thinking effect (1e, 
gain enhancement at low price versus loss attenuation at 
high price) When deviation is moderate, referent thinking 
is dominant (1e , willingness to seek a promotion ıs higher 
when price 1s high), but when deviation 1s extreme, relative 
thinking 1s dominant (1 e , willingness 1s higher when price 
is low) To illustrate the logic of this reversal, we present a 
numerical example in which we consider two consumers at 
Store 1—one facing a low price and one facing a high price 


We examine how the probability of going to Store 2 (to get 
a promotional offer) changes with deviation from the refer- 
ence price We consider a fixed discount (x = 5) being 
offered at Store 2 Given a reference price (p, = 100), the 
price at Store 1 1s either low or high For example, at a 
small deviation (a = 5), the price at Store 1 1s either 95 (low 
price) or 105 (high price), and at a large deviation (a = 95), 
the price at Store 1 1s either 5 (low price) or 195 (high 
price) The cost of travel to Store 2 1s assumed to be drawn 
from a uniform distribution u ~ [0, 8] We assume that val- 
ues of a, B, and A are 50, 55, and 2 0, respectively These 
values are only illustrative, but they are broadly consistent 
with empirical literature (Camerer and Ho 1994, Tversky 
and Kahneman 1992, Wu and Gonzalez 1996) Figure 1 
depicts the results 

Figure 1, Panel A, shows the effects of relative thinking 
1n isolation Considering price savings at a low price (Equa- 
tion 8) and at a high price (Equation 9), the probability of 
going to Store 2 1s higher when the price at Store 1 1s low 
(versus high) This result 1s consistent with prior research 
on relative thinking, as well as with P4. What 1s also evident 
from the graph 1s that the relative-thinking effect strengtb- 
ens as deviation from the reference price 1ncreases Figure 
1, Panel B, shows the effects of referent thinking 1n 1sola- 
tion If we consider gain enhancement at a low price (Equa- 
tion 8) and loss attenuation at a high price (Equation 9), the 
probability of going to Store 2 1s higher when price at Store 
1 1s high than when ıt 1s low In addition, this referent-thinking 
effect weakens as deviation from the reference price 
increases Figure 1, Panel C, depicts the novel pattern due 
to the joint effects of relative and referent thinking If we 
consider Equations 8 and 9 together, a reversal emerges, 
consistent with P5 and P4 Specifically, the relative-thinking 
effect dominates when deviation 1s extreme, but the referent- 
thinking effect dominates when deviation is relatively 
moderate 

This example provides the intuition behind our proposi- 
tons We now provide an empirical test through four exper- 
iments in which participants indicate how they would 
respond in certain situations In the first two expernments, 
the scenario involves blankets, a product category that is 
infrequently purchased by our sample population of stu- 
dents This makes it easy to manipulate both the reference 
price and perceptions of whether a certain price 1s lower or 
higher than expected In Experiment la, we observe the 
manifestation of relative thinking when deviation from a 
reference price 1s absent (P;) and the reversal of this well- 
established effect when deviation 1s moderate (P5) In 
Experiment 1b, we replicate the reversal of relative thinking 
(P5) and show that this 1s due to referent thinking becoming 
more dominant in participants’ minds Specifically, keeping 
prices constant (16e , keeping relative thinking constant), we 
increase the salience of moderate deviation (1e, increase 
referent thinking) and observe that the increase 1n salience 
further strengthens the reversal 

In the next two experiments, the scenario 1nvolves gaso- 
line, a product category that 1s frequently purchased by our 
sample population This ensures that participants have their 
own, real, internal reference price and that they will notice 
whether a certain price 1s lower or higher than expected In 


FIGURE 1 
Simulation of Relative, Referent, and Joint Effects 
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C: Joint Effect of Relative and Referent Thinking 
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Experiment 2a, we again observe the reversal to referent 
thinking when deviation 1s moderate (P2) and a switch back 
to relative thinking when deviation 1s extreme (P4) In 
Experiment 2b, we replicate these results using different 
prices and address other 1ssues that arise from Experiment 
2a 


Blanket Study: Experiment 1a 


This experiment tests the predictions related to no deviation 
from reference price (P;) and moderate deviation from ref- 
erence price (P?) We used a classic experimental paradigm 
(Nunes and Park 2003, Tversky and Kahneman 1981) in 
which participants are provided with the prices of two prod- 
ucts at Store 1 and are told that Store 2 1s offering a promo- 
tion on one Keeping the total expenditure on the two prod- 
ucts the same, we manipulate the price of the focal product 
(low versus high) to test whether a change ın price at Store 
1 changes the willingness to seek a promotion offered at 
Store 2 The key addition to this paradigm 1s that we 
manipulate deviation from a reference price to be either 
absent or present 

We adapted the scenario from one that Nunes and Park 
(2003) use, which 1nvolves the promotional offer of a free 
umbrella along with a blanket purchase Nunes and Park 
show that relative thinking emerges when the dollar value 
of the umbrella 1s provided (because value of the promotion 
is commensurate with price of the blanket) but does not 
emerge when the dollar value 1s not provided (because pro- 
motion 1s incommensurate) Our focus 1s only on promo- 
tions of a stated monetary value, which have been shown to 
elicit relative thinking. Therefore, we considered only the 
commensurate scenario, but we modified 1t slightly In par- 
ticular, Nunes and Park mention a 15-minute drive, whereas 
we use a 5-minute drive because a separate group of partici- 
pants indicated that a 15-minute drive was too high a cost to 
pay for a $10 umbrella In addition, Nunes and Park use $25 
as the low puce of the blanket and $125 as the high price, 
whereas we use much closer prices of $25 and $75 so that 
deviation from a reference price ($50) 1s not considered too 
extreme 

With 38 participants who were not part of the main 
study, we verified that the deviation was viewed as moder- 
ate In line with the deviation-present scenario (which we 
present subsequently), participants read that they expected 
the blanket price to be $50 but found it to be either lower 
($25) or higher ($75) They then responded to the question, 
"Compared to the price that you expected to pay for the 
blanket, how did you perceive the blanket's actual price?" 
(1 = "extremely low," 3 = “moderately low,” 5 = “same,” 
7 = “moderately high,” and 9 = “extremely high") Not sur- 
prising, the mean response was lower for $25 than for $75 
(M = 3 68 versus 6 58, F(1, 36) = 21 9, p < 001) Note that 
both responses were within the moderate range (3 to 7) of 
the scale, suggesting that the deviations were not perceived 
as extreme Moreover, the deviations were not so narrow 
that participants did not perceive them From the midpoint 
of 5 (same price), 3 68 was significantly different (t(18) = 
5 65, p < 001), and so was 6 58 (t(18) = -2 38, p = 02) 
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Thus, as we intended, the manipulation evoked a moderate 
deviation from the reference price 


Design 


We used a 2 (price low, high) x 2 (deviation from reference 
price. absent, present) between-subjects design The depen- 
dent vanable was whether a participant chose to make the 
trip to the second store (offering a promotion) rather than 
buying the product from the first store We predicted Ge, 
P, and P5) that participants would be more likely to make 
the trip for the low-priced product when deviation 1s absent 
(1e, relative-thinking effect) but more likely to make the 
trip for the high-priced product when deviation 1s present 
(1e , referent-thinking effect) 


Procedure 


Eighty-eight undergraduate students participated ın this 
experiment for partial course credit. They were randomly 
assigned to the four conditions of a price (low, high) x devi- 
ation (absent, present) design The following scenario refers 
to the condition 1n which price was high and deviation from 
the reference price was present 


Imagine that some relatives are coming over tomght and 
you need to purchase some stuff for the guest room So 
you set off to buy a desk lamp and wool blanket at your 
favorite store When you arrive, you find that the price of 
the blanket 1s higher than what you thought such blankets 
usually cost You expected the wool blanket to be priced at 
$50 but it 1s priced at $75 


You are about to purchase the lamp for $25 and the blan- 
ket for $75 when the salesman informs you that the store 
1$ giving away a free travel umbrella (worth $10) with all 
blanket sales Unfortunately, the store you are at 1s out of 
the umbrellas, but they are still available at another branch 
of the store that has the exact same blanket and lamp 1n 
stock The other store 1s a 5-minute drive away 


Would you make the trip to the other store? 
A) No, I will buy from this store 


B) Yes, I will make the trip and get the free travel 
umbrella (worth $10) 


In this scenario of a high-price, deviation-present condi- 
tion, the blanket price of $75 was higher than the reference 
price of $50 In the low-price, deviation-present condition, 
the blanket price of $25 was lower than $50 In the deviation- 
absent conditions, $50 was not mentioned, regardless of 
whether the blanket price was manipulated to be $25 or 
$75, participants were told that 1t was consistent with what 
they expected 

At the end of the questionnaire, participants were asked 
to consider purchasing the travel umbrella mentioned 1n the 
scenario and to indicate the maximum that they would be 
willing to pay for ıt We wanted to verify that the worth of 
the umbrella ($10) 1s perceived similarly by all participants, 
regardless of condition Using willingness to pay as the 
dependent variable in an analysis of variance, we found no 
significant effects of price (F(1, 84) = 84, p = 36), devia- 
tion (F(1, 84) = 43, p= 51), or the interaction (F(1, 84) = 


1 91, p= 17) Furthermore, the overall mean of $9 74 was 
not significantly different from the $10 value that we had 
stated (t(87) = —30, p = 76) 


Results 


To examine the treatment effects from our experiment, we 
used effect coding for price (low = -1, high = 1) and devia- 
tion (absent = —1, present = 1) We then employed a binary 
logistic regression model to analyze the proportion of par- 
ticipants choosing to go to the second store that offered a 
promotion (coded as 1) rather than buying from the first 
store (coded as 0) The intercept term was significant (D = 
— T], Wald = 9 39, p = 002), the main effect of price was 
not significant (B = — 06, Wald = 07, p = 78), and there 
was a significant main effect of deviation from reference 
price (B 2 — 53, Wald = 4 50, p = 03) More pertinent to our 
predictions, the price x deviation 1nteraction was significant 
(B = 61, Wald = 5 89, p = 01) Additional analyses con- 
firmed that the 1nteraction reflected the expected pattern 
Specifically, the relative-thinking effect emerged when 
deviation was absent 60 9% (14/23) of participants chose 
to go to the second store 1n the low-price condition, but a 
lower percentage, 28 6% (6/21), chose to go ın the high- 
price condition (z = 215, p = 01) However, this effect 
reversed, and the referent-thinking effect emerged, when 
deviation was present 13 6% (3/22) of participants chose to 
go to the second store 1n the low-price condition, but a 
higher percentage, 31 8% (7/22), chose to go 1n the high- 
price condition. This effect was marginally significant (z — 
144, p = 07) Figure 2, Panel A, depicts this pattern of 
results 


Discussion 


This experiment demonstrates the predicted reversal In line 
with P4, when deviation from the reference price 1s absent, a 
promotional offer 1s perceived as more attractive when the 
product price 1s low than when it 1s high In line with P», 
when deviation 1s present, the offer 1s viewed as more 
attractive when the price 1s high than when it 1s low 

Our proposed reason for the reversal of relative thinking 
in the deviation-present condition 1s that referent thinking 
(1e, losses outweigh gains) dominates relative thinking 
(1e, low price dominates high price) The results support 
our argument Specifically, 1n the deviation-present condi- 
tion, the same promotional offer has a stronger effect 1n the 
loss domain (1e, high-price condition) than in the gain 
domain (1e, low-price condition). This effect does not 
emerge in the deviation-absent condition However, this 
two-way interaction between deviation (absent versus pre- 
sent) and price (low versus high) can also be viewed from 
another perspective 

When we examine the low-price condition, we find that 
the presence (versus absence) of a deviation makes people 
significantly less likely to go to Store 2 (609% versus 
13 6%, z = 3 26, p < 001) In the high-price condition, the 
presence (versus absence) of a deviation does not lead to a 
significant change (28 6% versus 31 896, z = 23, p= 40) 
Given that changes do not occur ın the loss domain (ie, 
high price), can this be considered a refutation of loss aver- 


FIGURE 2 
Blanket Study: Percentage Choosing to Go to 
Store 2 to Get the Promotional Offer 
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sion? We do not believe so Loss aversion 1s not an absolute 
concept that pertains only to losses but rather a relative con- 
cept that pertains to the differential effect of a change 1n the 
loss versus gain domain (Kahneman and Tversky 1979) We 
observed such loss aversion 1n the deviation-present condi- 
tion, 1n which a promotional offer had a stronger effect 1n 
the loss (versus gain) domain 

We are not sure why deviation led to an effect 1n the 
low-price condition but not 1n the high-price condition. This 
might be a manifestation of the significant main effect for 
deviation, which 1s evident in Figure 2 Specifically, 
because the presence (versus absence) of a deviation led to 
a general reduction 1n the chance of going to Store 2, this 
reduction increased the absent-present difference in the 
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low-price condition but eliminated the absent-present dif- 
ference 1n the high-price condition. However, we cannot 
rule out other reasons Therefore, 1t becomes important to 
subject our theory to further testing In our next experiment, 
we examine whether the reversal replicates, and we try to 
understand the role of referent thinking 1n this reversal 


Blanket Study: Experiment 1b 


We have argued that when deviation 1s moderate, referent 
thinking looms larger than relative thinking ın people's 
minds, leading to a reversal of the well-established relative- 
thinking effect If this 1s true, the reversal should strengthen 
when referent thinking 1s increased and relative thinking 1s 
held constant In line with this logic, we considered the con- 
dition 1n which the key reversal occurs (1 e , moderate devi- 
ation) and manipulated the salience of the deviation by pre- 
senting ıt ın either a single-information format (dollar 
value) or a dual-1nformation format that would reinforce the 
deviation (dollar value plus percentages) We used this 
manipulation because it 1s well established that price differ- 
ences are better highlighted 1f both absolute and percentage 
formats are used together 1n a “dual frame” (Heath, Chatter- 
jee, and France 1995) Moreover, this manipulation 1s real- 
istic because percentage formats are frequently used 1n the 
real world (Del Vecchio, Krishnan, and Smith 2007) In this 
experiment, we use monetary discounts to verify whether 
we replicate the reversal that we found for umbrellas In all 
other ways, the scenario was similar to the deviation-present 
condition 1n which we observed the key reversal 


Design 


We used a 2 (price low, high) x 2 (salience of deviation 
low, high) between-subjects design The dependent variable 
was whether a participant chose to make the trip to the sec- 
ond store 


Procedure 


Ninety-eight undergraduate students were randomly 
assigned to the experimental conditions The price was 
either low ($25) or high ($75), and the salience was either 
low (dollar values) or high (dollar values plus percentages) 
For example, the following states the high-price, high- 
salience condition (the only difference in the low-salience 
condition was that “50%” was not mentioned) 


Imagine that some relatives are coming over tonight and 
you need to purchase some stuff for the guest room So 
you set off to buy a desk lamp and wool blanket at your 
favorite store When you arrive, you find that the price of 
the blanket 1s 50% higher than what you thought such 
blankets usually cost You expected the wool blanket to be 
priced at $50 but 1t 15 priced at $75 


You are about to purchase the lamp for $25 and the blan- 
ket for $75 when the salesman informs you about a spe- 
cial discount being offered at another branch of the same 
store, which 1s a 5-minute drive away The other branch 
has the exact same blanket and lamp Although the lamp 1s 
at the same price, there 1s a $15 discount on the blanket 


Would you make the trip to the other store? 
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A) No, I will buy from this store 


B) Yes, I will make the trip and get the $15 discount 


Hesults 


We used a binary logistic regression model to analyze the 
proportion of participants choosing to go to the second 
store The intercept term was significant (B = 1 08, Wald = 
1157, p = 001), the main effect of price was significant 
(B = 1 18, Wald = 13 80, p « 001), but the main effect of 
salience was not significant (B = 30, Wald = 88, p = 34) 

More pertinent to our predictions, the price x salience inter- 
action was significant (B = 64, Wald = 4 02, p < 05) Addi- 
tional analyses confirmed that the 1nteraction reflected the 
expected pattern Specifically, the referent-thinking effect 
emerged when salience was low, replicating the pattern 
from the main study 56 0% (14/25) of participants chose to 
go to the second store 1n the low-price condition, but a 
higher percentage, 79 2% (19/24), chose to go 1n the high- 
price condition (z = —1 72, p « 05) The same was true, but 
to a much greater extent, when salience was high Of the 
participants, 39 1% (9/23) chose to go to the second store in 
the low-price condition, but a higher percentage, 96 2% 
(25/26), chose to go ın the high-price condition (z = —4 32, 
p< 001) Figure 2, Panel B, depicts these results 


Discussion 


This experiment examined whether the reversal of the well- 
established relative-thinking effect 1s indeed driven by the 
domination of referent thinking Keeping relative thinking 
constant, we increased the salience of referent thinking and 
found that, as we predicted, the reversal strengthened Con- 
sistent with the losses-outweigh-gains premise of referent 
thinking, the same promotion was viewed as more attractive 
in the loss domain (1e , high price) than 1n the gain domain 
(1e, low price) Moreover, this effect strengthened when 
the referent thinking was made more salient In addition, we 
find that the reversal occurs not only for promotional offers, 
such as free umbrellas (Experiment 1a), but also for mone- 
tary discounts (Experiment 1b) 

In these experiments, however, referent thinking arises 
only after the deviation from the reference price 1s made 
explicit In our next experiment, we tested whether the 
referent-thinking effect will similarly emerge when the 
deviation from a reference price 1s more implicit—that 1s, 
when the reference price is already well entrenched in 
people's minds 


Gasoline Study: Experiment 2a 


This experiment used a different context to test for referent 
thinking when deviation ıs moderate (P2) and to examine 
the resurfacing of relative thinking when deviation is 
extreme (P4) We used the category of gasoline because our 
sample population—undergraduate students ın a large, 
driving-culture city—are frequent purchasers of gasoline, 
and therefore their reference prices are likely to be well 
formed For the three months preceding this study, the aver- 
age price per gallon of regular gasoline in the area was 


$2 58, according to historical data compiled by the Energy 
Information Administration (2008) division of the US 

government In our experiment, we manipulated prices to 
be $1 79 versus $3 29 for the moderate condition and $ 79 
and $8 29 for the extreme condition We chose these prices 
after discussions with a group of students about prices that 
might be perceived as moderate and extreme The moderate 
prices are roughly equidistant from the reference price of 
$2 58 (though not exactly, because we wanted to end prices 
in “9,” which 1s common for gas prices) The extreme prices 
are not equidistant, because the intention was to have them 
well beyond the zone 1n which they might be considered 
moderate (We discuss this 1ssue further at the end of this 
experiment ) 

The gasoline setting was realistic to the participants, 
who were frequent purchasers of gasoline However, this 
realism required us to employ a different experimental 
setup from the one used 1n the blanket studies In particular, 
we did not use a combination of products (e g , blanket and 
lamp together) but rather gasoline alone The reason was 
that though people often buy several products together at 
regular stores, gasoline is usually purchased by itself at gas 
stations Thus, while the total expenditure on blanket and 
lamp was kept constant 1n the previous studies, 1n the cur- 
rent study, the total expenditure on gasoline varied with the 
manipulation of gas prices However, note that a change 1n 
expenditure would not explain the results we expect, 
because our prediction does not pertain to a simple main 
effect but rather to an interaction between price and devia- 
tion The famiharity of participants with gasoline purchase 
also prevented us from including the deviation-absent con- 
dition, which we had in the blanket experiments Given that 
participants would have real expectations about gasoline 
prices, 1t would have been difficult to make them imagine 
that the prices we mention do not deviate from their expec- 
tations Therefore, we focused only on the moderate- and 
extreme-deviation conditions rather than the deviation- 
absent condition that we tested 1n our previous studies 


Design 


We used a 2 (price low, high) x 2 (deviation from reference 
price moderate, extreme) between-subjects design The 
dependent variable was whether a participant chose to make 
a trip to a gas station offering a discount rather than go to 
the one that is closer Consistent with P», our prediction was 
that when deviation from the reference price is moderate, 
participants will show the referent-thinking effect, that 1s, 
they will be more likely to make the trip when the price of 
gasoline 1s high than when it is low In addition, consistent 
with P3, we predict that when deviation from the reference 
price is extreme, participants will show the relative-thinking 
effect, that 1s, they will be more likely to make the trip 
when the price of gasoline 1s low than when it 1s high 


Procedure 


Two hundred fifty-four undergraduate students participated 
for partial course credit Using an illustration and state- 
ments, participants were asked to consider the purchase of a 
full tank of gasoline from either one hypothetical gas sta- 


tion (KELL), which 1s on the way from the university to 
their homes, or another gas station (GETGO), which offers 
discounted gasoline but involves a ten-minute detour The 
price at KELL was manipulated to be $1 79 or $3 29 1n the 
moderate conditions and $ 79 or $8 29 in the extreme con- 
ditions The saving to be realized by going to GETGO was 
fixed at $ 20 per gallon Participants were randomly 
assigned to one of the four conditions and asked to choose 
which gas station they would go to KELL or GETGO 


Results 


We used a binary logistic regression model to analyze the 
proportion of participants choosing to go to GETGO, which 
offered a discount, rather than buying gasoline from KELL 
The intercept term was significant (B = — 53, Wald = 15 40, 
p < 001), the main effect of price was not significant (B = 
— 01, Wald = 01, p = 91), and there was a marginally sig- 


nificant effect of deviation from reference price (B = — 23, 
Wald = 2 95, p = 08) More pertinent to our predictions, the 
price x deviation interaction was significant (B = — 52, 


Wald = 14 81, p « 001) Additional analyses confirmed that 
the 1nteraction reflected the expected pattern Specifically, 
the referent-thinking effect emerged when deviation from 
the reference price was moderate 30 8% (20/65) of partici- 
pants chose to go to the second store in the low-price condi- 
tion, but a higher percentage, 55 2% (37/67), chose to go in 
the high-price condition (z = 283, p = 002) This reversal 
of the relative-thinking effect was consistent with P» and the 
results of Experiments 1a and 1b Furthermore, consistent 
with P}, the relative-thinking effect emerged when devia- 
tion was extreme 44 3% (27/61) of participants chose to go 
to the second store 1n the low-price condition, but a lower 
percentage, 21 3% (13/61), chose to go in the hugh-price 
condition (z = 2 70, p = 003) Figure 3, Panel A, depicts 
this pattern of results 


Discussion 


This experiment demonstrates the predicted results In line 
with P», when deviation from the reference price 1s moder- 
ate, the relative-thinking effect 1s reversed, such that a pro- 
motional offer 1s perceived as more attractive when the 
product price is high than when ıt 1s low Furthermore, in 
line with P4, when deviation 1s extreme, there 1s a return to 
relative thinking, such that the offer 1s perceived as more 
attractive when the price is low than when it 1s high 

A few issues remain First, we considered a reference 
price of $2 58, based on the Energy Information Adminis- 
tration’s (2008) three-month prices for the area Because 
gasoline 1s a frequently purchased category, we assumed 
that people's price expectations would be 1n line with actual 
prices However, we did not check this assumption More- 
over, although the moderate price deviations ($1 79 and 
$3 29) were roughly equidistant from the reference price, 
the extreme price deviations ($ 79 and $8 29) were not Our 
final experiment addresses these issues 


Gasoline Study: Experiment 2b 


Because gas prices decreased by the time this experiment 
was conducted, we could not use the reference price that we 
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FIGURE 3 
Gasoline Study: Percentage Choosing to Go to 
Gas Station 2 to Get Promotional Offer 
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used previously For the three months preceding the current 
study, the average price per gallon of regular gasoline in the 
area was $1 79 based on the data compiled by the Energy 
Information Administration (2008) To check whether price 
expectations are close to $1 79, we could have asked par- 
ticipants to 1ndicate current price expectations at the end of 
our main experiment. However, their responses would have 
been influenced by our price manipulations. So, we con- 
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ducted a pretest with a separate group of 27 participants, 
who were asked to indicate, “In dollars and cents (x xx), 
what 1s the price per gallon that you expect to pay for regu- 
lar gas nowadays?" Participants’ responses were not signifi- 
cantly different from the reference price of $179 (M = 
1 76, t(26) = —66, p = 51) The minimum reported price 
was $1 59, and the maximum was $2 25 Using this as a 
rough gauge, we chose prices that are equidistant from the 
reference price $1 54 and $2 04 for the moderate condition 
and $ 59 and $2 99 for the extreme condition 


Design 


As in Experiment 2a, we used a 2 (price low, high) x 2 
(deviation from reference price moderate, extreme) 
between-subjects design The dependent variable was 
whether a participant chose to make a tnp to GETGO or 
just buy from KELL 


Procedure 


One hundred forty-two undergraduate students were ran- 
domly assigned to the four conditions and asked to indicate 
whether they would go to the other gas station (GETGO) to 
receive a discount Finally, to check whether prices were 
perceived as moderate and extreme, respectively, partici- 
pants were asked, "Compared to the price that you expect to 
pay for regular gas nowadays, how do you perceive KELL's 
price?" (nine-point scale 1 = “extremely low," 3 = *moder- 
ately low," 5 = "same," 7 = "moderately high,” and 9 = 
"extremely high") 


Hesults 


For the manipulation check, we observed a significant 
effect of price (F(1, 138) = 221 02, p < 001), a nonsignifi- 
cant effect of deviation (F(1, 138) = 135, p = 24), and a 
significant two-way interaction (F(1, 138) = 3307, p < 
001) The interaction suggests that the manipulated prices 
were perceived to be in a significantly narrower range ın the 
moderate-deviation condition (M = 3 89 versus 6 22, F(1, 
138) = 42 14, p « 001) than in the extreme-deviation condi- 
tion (M = 2 12 versus 7 39, F(1, 138) = 209 59, p « 001) 
Moreover, although the range in the moderate-deviation 
condition was narrower, participants perceived a deviation 
nevertheless That is, from the midpoint of 5, 3 89 was sig- 
nificantly different (t(34) = —4 20, p < 001) and so was 6 22 
(t(36) = 529, p < 001) Therefore, the manipulations 
evoked moderate and extreme deviations, respectively 

We then used a binary logistic regression model to ana- 
lyze the main dependent variable—the proportion of par- 
ticipants choosing to go to the second store The intercept 
term was significant (B = —40, Wald = 5 15, p = 02), the 
main effect of price was not significant (B = 12, Wald = 
46, p = 49), and the main effect of deviation from refer- 
ence price was not significant (B = — 06, Wald = 14, p = 
70) More pertinent to our predictions, the price x deviation 
interaction was significant (B = —60, Wald = 1111, p = 
001) Additional analyses confirmed that the interaction 
reflected the expected pattern Specifically, the referent- 
thinking effect emerged when deviation from the reference 
price was moderate 25 7% (9/35) of participants chose to 


go to the second store in the low-price condition, but a 
higher percentage, 59 5% (22/37), chose to go 1n the high- 
price condition (z = 289, p = 001) This reversal of the 
relative-thinking effect was consistent with P, and our pre- 
vious experiments Furthermore, consistent with P3, the 
relative-thinking effect emerged when deviation was 
extreme 500% (17/34) of participants chose to go to the 
second store in the low-price condition, but a lower percent- 
age, 27 8% (10/36), chose to go 1n the high-price condition 
(z=191, p= 028) Figure 3, Panel B, depicts these results 


Discussion 


Experiment 2b relied on a different reference price and dif- 
ferent manipulated prices from Experiment 2a However, 
the results were the same Contrary to relative thinking, the 
discount was more attractive on a high price than on a low 
price when deviation from the reference price was moder- 
ate Moreover, relative thinking reemerged when deviation 
became extreme 


General Discussion 


Although traditional economic theories suggest that the 
willingness to seek a bargain should be based on the value 
of the bargain relative to the cost of acquiring ıt, behavioral 
research suggests that people show relative thinking, that 1s, 
they are more willing to seek the bargain if the product 
price 1s low than if it is high We specify the conditions 
under which people do the opposite—that 1s, when they are 
more willing to seek the bargain 1f the product price 1s high 
than if ıt is low Our predictions arise from an analytical 
model in which we incorporate the 1deas of reference price 
(Winer 1986) and relative thinking (Thaler 1980) simulta- 
neously into the prospect theory value function (Kahneman 
and Tversky 1979) The results from four experiments are 
supportive Relative thinking emerges when consumers face 
same-as-expected prices, it reverses when prices deviate 
moderately from expectations, but 1t reemerges when the 
deviation becomes extreme We also show that the key 
reversal under moderate deviation occurs because referent 
thinking dominates relative thinking 

This research has its limitations In particular, the 
process underlying the observed behavior needs to be better 
understood We showed that deviation from the reference 
price 1s the root cause, first through mathematical formula- 
tion and a numerical simulation and then using four experi- 
ments We also showed how the key reversal 1s due to the 
domination of referent thinking Specifically, we found that 
the relative-thinking reversal strengthens when salience of 
referent thinking 1s increased What could be more convinc- 
ing, however, 1s to show how the loss aversion associated 
with referent thinking actually mediates the reversal of rela- 
tive thinking However, such direct evidence for the loss- 
aversion process might be difficult to obtain The reason for 
our skepticism 1s some preliminary evidence indicating that 
the consideration of loss aversion might be happening with- 
out people even being aware of it 

Around the time we conducted Experiment 2a, we con- 
ducted another study 1n which all four conditions of Exper- 
1ment 2a were described to 74 participants They predicted 


the number of respondents that would have chosen to go to 
the gas station offering a discount Although the relative- 
thinking effect 1s counter to economic theory, 1t was not 
counter to participants’ intuition Most of them, 743% 
(55/74), predicted a relative-thinking trend, the higher the 
price of gasoline 1n the four conditions, the less alluring 
they thought the discount would be Averaging across par- 
ticipants, we found that the predicted percentages for 
extremely low price, moderately low price, moderately high 
price, and extremely high price were 66 3%, 53 7%, 44 1%, 
and 28 3%, respectively Therefore, the participants pre- 
dicted a relative-thinking effect even for the moderate-price 
conditions (53 7% > 44 1%), whereas we found the reverse 
Indeed, only 2 7% (2/74) of the participants predicted the 
trend that we actually found relative thinking for extreme 
prices but referent thinking for moderate prices. Apart from 
attesting to the counterintuitiveness of our theorizing, these 
results reveal that people might not be aware of how their 
decisions can be influenced by referent thinking However, 
further research could help clanfy the process underlying 
our results 

Another aspect worth discussing 1s the pervasiveness of 
our laboratory-tested phenomena in the real world To 
maintain strict control, we kept Experiments la and 1b 
purely hypothetical, we even dictated the reference price of 
the participants Experiments 2a and 2b had more realism 
because participants needed to rely on their real-world price 
expectations of gasoline We believe that though these labo- 
ratory settings were restrictive, the phenomena we study are 
broad, and thus our results should apply to a variety of sit- 
uations 1n the marketplace For example, people frequently 
make decisions regarding whether to buy gasoline from one 
gas station or to keep driving to find a better price Such 
decisions are determined, in part, by their price expecta- 
tions In the current research, we cover the entire spectrum 
of deviations from expected prices—zero, moderate, and 
extreme—and show how people might react differently 
Moreover, our results have wide applicability in terms of 
the magnitude of saving Previously, we assumed that 
potential saving would be less than the price deviation 
However, our results also extend easily to cases 1n which 
the saving 1s greater than the deviation (see the Web Appen- 
dix at http //www marketingpower com/jmjan10) Finally, 
our results apply not only to situations m which different 
prices are available across different stores (e g, gas sta- 
tions) but also to situations ın which prices are changed 
within the same store For example, store managers fre- 
quently lower prices of loss leaders to 1ncrease store traffic 
These products are usually staples that consumers buy fre- 
quently For example, a grocery store manager offers dis- 
counts on relatively cheap products (eg, soft drinks) so 
that consumers visit the store and then buy their entire bas- 
ket of groceries Our results are applicable to such situa- 
tions as well because, as we discuss subsequently, the 
manager's sales promotion strategy should vary with the 
degree to which consumers perceive a price deviation 
Before we discuss these managerial implications, however, 
we present the unplications of our results for theory 


Is that Deal Worth My Time? / 45 


Implications for Theory 


Pricing We help better understand the factors that 
determine the effectiveness of bargains, such as price pro- 
motions (Blattberg, Briesch, and Fox 1995), by showing 
how deviations of prices from the reference price can 
change bargain attractiveness This finding adds to prior 
research on the role of reference prices 1n shaping consumer 
perceptions (Hardie, Johnson, and Fader 1993, Kalyanaram 
and Winer 1995) We show that the influence of an internal 
reference price stretches beyond the perception of a price, ıt 
also changes the perceptions of promotions that are offered 
on that price This opens the door to study of the role of 
other factors that are known to influence reference prices 
For example, ıt has been shown that reference prices can 
change with confidence levels (Thomas and Menon 2007) 
If confidence changes reference prices, it 1s also likely to 
change the deviations that underlie our effects and, thus, the 
switch between relative and referent thinking 


Relative thinking Prior research (Azar 2007, Tversky 
and Kahneman 1981) suggests that the same promotion will 
be valued more when the base price of the focal product 1s 
low than when 1t 1s high That 1s, people rely on mental 
accounts that are topical rather than minimal or comprehen- 
sive (Kahneman and Tversky 1984) In our blanket studies, 
we kept constant the minimal-account features (1 e , dollar 
value of promotion) and the comprehensive-account fea- 
tures (1e , total price of blanket and lamp) Consistent with 
topical accounting, we found tbat decisions were influenced 
by the focal product associated with the promotion (1e, 
blanket) However, 1n contrast to relative thinking, decisions 
were influenced not only by the blanket price but also by 
the deviation of that price from the expected price 

Our results help provide a new interpretation of prior 
results, such as participants" decisions varying with the base 
price of a calculator (Tversky and Kahneman 1981) 
Because calculators are not frequently purchased and 
because the scenario did not contain detailed information 
that might have suggested the calculator's reference price, 
participants are unlikely to have considered reference 
prices, let alone the deviations from them Consequently, 
consistent with our model, they showed relative thinking 
However, people usually have reference prices from which 
they may perceive deviations and exhibit the reverse of rela- 
tive thinking 


Formalizing behavioral effects This research responds 
to Ho, Lim, and Camerer's (2006) call to action to incorpo- 
rate psychological findings into marketing models We offer 
a mathematical exposition of how two behavioral tenden- 
cies—Treferent and relative thinking—can be jointly incor- 
porated into the prospect theory value function to better 
explain consumers' bargain-seeking behavior As Ho, Lim, 
and Camerer argue, a behavioral regularity affords wider 
applicability if ıt 1s precisely specified in a formal model 
Three opportunities come to mind First, although we stud- 
1ed promotions that are commensurate only with prices, our 
analytical model can act as a basis for examining promo- 
tions that are commensurate with products (Nunes and Park 
2003) Specifically, 1f people perceive package size (e g , of 
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a shampoo bottle) as either smaller or larger than the refer- 
ence size they have 1n mind, they are likely to react differ- 
ently to product promotions (e g , “25% more shampoo") 
Second, although our model 1s focused on promotions, 1t 
can act as a starting point for studying surcharges For 
example, the price of a furniture item, and how 1t deviates 
from the reference price, 1s likely to dictate how a fixed 
charge for delivery 1s evaluated Third, our model involves a 
cost that 1s incurred to receive a benefit In the domain of 
consumer search, 1t 1s known that people treat costs of time 
and money differently (Monga and Saini 2009, Okada and 
Hoch 2004, Saini and Monga 2008) Therefore, our model 
can be expanded to assess how willingness to seek bargains 
might vary with costs of time versus money It can also help 
study how people react when even benefits are given in 
terms of time, such as an online store offering faster book 
delivery than another online store 


Implications for Practice 


Allocation of sales promotion budgets Given a fixed 
budget aimed at increasing traffic to a store, should a 
manager offer discounts on the cheaper products or on the 
expensive ones? Relative thinking suggests that the budget 
would be better spent on cheap than on expensive products 
Indeed, this ıs what managers usually do when they have 
heavily discounted loss leaders to attract customers into the 
store, who might then consider the more expensive big- 
ticket items We argue that this strategy will work well 1f the 
store is selling products at prices that consumers expect 
However, if the store 1s selling some products at higher- 
than-expected prices and some at lower-than-expected 
prices, 1t might make sense to offer promotions on the former, 
even if they are priced higher than the latter The manager 
should revert to the strategy of offering promotions on low- 
priced items if the actual prices in the store are extremely 
discrepant from expected prices This strategy should also 
be used if the products being sold are completely new or 
seldom bought because consumers will not have clear refer- 
ence prices for them For such products, relative thinking 
will hold supreme 

The foregoing suggestions of promotion budget alloca- 
tion hinge on the extent to which prices deviate from a ref- 
erence price However, deviations might be viewed differ- 
ently by different market segments Consider a reference 
price of $75 and a deviation of $25 from it, with one brand 
being sold below the reference price and another being sold 
above the reference price This $25 deviation might be con- 
sidered extreme by people in a low-income demographic, 
such consumers might find a discount more attractive 1f 1t 1s 
offered on the low price (1e, relative thinking) However, 
the same deviation might be considered only moderate by 
people in a high-income demographic, who might find a 
discount more attractive if 1t is offered on the high price 
(1e, referent thinking) Consequently, stores should con- 
sider their target market segment when deciding on the 
products on which to offer discounts 


Effectiveness of promotion on store brands versus 
national brands When making decisions about sales pro- 
motions, it 1s useful to know the results a competitor would 


get 1f 1t were to follow suit and 1mplement the same promo- 
tron Consider the competition between store brands and 
national brands in the same product category The prolifera- 
tion of store brands, also known as private labels, has led to 
widespread research on this topic (Ailawadi, Pauwels, and 
Steenkamp 2008, Dhar and Hoch 1997), particularly on the 
efficacy of discounts offered on store brands relative to 
national brands (Allenby and Rossi 1991, Blattberg and 
Wisniewski 1989, Sethuraman, Srintvasan, and Kim 1999) 
Our research offers some tentative insights Given that the 
price of store brands 1s usually lower than that of national 
brands, the reference price for the category 1s likely to lie 
between the two So, if the deviation from the reference 
price 1s only moderate (1 e , store brand 1s moderately below 
and national brand 1s moderately above), a sales promotion 
on the national brand would be more effective than the 
same promotion on the store brand (1e , referent thinking) 
However, 1f the deviation from the reference price is 
extreme (1e, store brand 1s far below and national brand 1s 
far above), a sales promotion on the store brand would be 
more effective than the same promotion on the national 
brand (1e , relative thinking) 


Framing of sales promotions Having decided on a mon- 
etary discount, should a manager present 1t 1n dollar terms 
($X off) or percentage terms (Y% off)? It 1s known that 
absolute numbers and percentages are processed differently 
(Chen and Rao 2007, DelVecchio, Krishnan, and Smith 
2007) What our results suggest, however, are the specific 
conditions 1n which one format might make a bargain more 
or less appealing Consider a dealer offering a discount on 
cars If the price of the cars 1s higher than the reference 
price for that class of cars, presenting the discount in terms 
of absolute dollar savings would attenuate the loss of get- 
ting a higher-than-expected price, which would have a 
strong impact (because the loss portion of the value func- 
tion 1s relatively steep), therefore, it would make sense to 


encourage referent thinking ($X off) However, 1f the price 
of the cars is lower than the reference price, presenting the 
discount in terms of absolute dollar savings would only 
enhance the dollar gain of getting a lower-than-expected 
price, which would have a relatively weak impact (because 
the gain portion of the value function 1s relatively flat), ıt 
might be better to encourage relative thinking instead (Y% 
off) 

Because the previously described framing of promo- 
tions 1s predicated on reference prices, ıt 1s important to 
examine how reference prices might change One such 
instance 1s within the same chain of stores For example, a 
Gap store 1n an outlet mall 1s likely to evoke much lower 
reference prices than a Gap store 1n a regular shopping cen- 
ter Thus, a price that 1s perceived as lower than expected at 
a shopping-center Gap might even be viewed as higher than 
expected at the outlet mall Gap Just as deviations from a 
reference price can change with reference prices, they can 
also change with actual prices For example, retailers are 
compelled to change prices for certain commodities and 
seasonal fruits because their procurement costs vary consid- 
erably from one season to another This would lead to 
changes in deviations from reference price, which might 
suggest different promotional strategies 1n different seasons 
of the year That 1s, when prices are perceived as higher 
than expected, tt might make sense to encourage referent 
thinking ($X off), and when prices are perceived as lower 
than expected, 1t might make sense to encourage relative 
thinking (Y% off) 

In conclusion, sales promotions are an integral part of 
the promotion mix, and the factors determining their effec- 
tiveness are of interest to both researchers and practitioners 
Prior research has demonstrated that product price 1s one 
determinant, the same promotion 1s more effective on a low 
rather than a high price We show when and why the oppo- 
site can occur 





REFERENCES 

Ailawadi, Kusum, Koen Pauwels, and Jan-Benedict EM 
Steenkamp (2008), “Private-Label Use and Store Loyalty," 
Journal of Marketing, 72 (November), 19-30 

Allenby, Greg M and Peter E Rossi (1991), "Quality Perceptions 
and Asymmetric Switching Between Brands," Marketing Sci- 
ence, 10 (3), 185—204 

Azar, Ofer H (2007), "Relative Thinking Theory,” Journal of 
Socio-Economics, 36 (1), 1-14 

Blattberg, Robert C , Richard Briesch, and Edward J Fox (1995), 
“How Promotions Work,” Marketing Science, 14 (3), G122-32 

and Kenneth J Wisniewski (1989), *Price-Induced Pat- 
terns of Competition,’ Marketing Science, 8 (4), 291—309 

Camerer, Colin F and Tech Hua-Ho (1994), “Violations of the 
Betweenness Axiom and Nonlinearity in Probability,’ Journal 
of Risk and Uncertainty, 8 (2), 167-96 

Chen, Haipeng and Akshay R Rao (1997), “When Two Plus Two 
Is Not Equal to Four Errors 1n Processing Multiple Percentage 
Changes," Journal of Consumer Research, 34 (3), 327-40 

Darke, Peter R and Jonathan L Freedman (1993), “Deciding 
Whether to Seek a Bargain Effects of Both Amount and Per- 
centage Off,” Journal of Apphed Psychology, 78 (6), 960-65 

DeiVecchio, Devon, H Shanker Krishnan, and Daniel C Smith 
(2007), “Cents or Percent? The Effects of Promotion Framing 





on Price Expectations and Choice,” Journal of Marketing, 71 
(July), 158-70 

Dhar, Sanjay K and Stephen J Hoch (1997), “Why Store Brand 
Penetration Varies by Retailer, Marketing Science, 16 (3), 
208-227 

Energy Information Administration (2008), “Average US Retail 
Gasoline Prices in Central Atlantic Region—Calculated for 
October 2005 and July-Sep 2005,” (accessed January 11, 
2008), [available at http //www e1a doe gov/oil_gas/petroleum/ 
data_publications/wrgp/mogas_history html] 
Engel, James F, David T Kollat, and Roger D Blackwell (1968), 
Consumer Behavior New York Holt, Rinehart, and Winston 
Gabor, Andre and Clive WJ Granger (1964), “Price Sensitivity of 
the Consumer," Journal of Advertising Research, 4 (Decem- 
ber), 40—44 

. , and Anthony P Sowter (1971), "Comments on 
Psychophysics of Prices," Journal of Marketing Research, 8 
(May), 251-52 

Geylani, Tansev, J Jeffrey Inman, and Frenkel ter Hofstede 
(2008), “Image Reinforcement or Impairment The Effects of 
Co-Branding on Attribute Uncertainty,” Marketing Science, 27 
(4), 730-44 








ls that Deal Worth My Time? / 47 


Grewal, Dhruv, Kent B Monroe, and R Krishnan (1998), “The 
Effects of Price-Comparison Advertising on Buyers’ Percep- 
tions of Acquisition Value, Transaction Value, and Behavioral 
Intentions,” Journal of Marketing, 62 (Apnl), 46-59 

Hardie, Bruce GS, Enc J Johnson, and Peter S Fader (1993), 
“Modeling Loss Aversion and Reference Dependence Effects 
on Brand Choice,” Marketing Science, 12 (4), 378-94 

Heath, Timothy B , Subimal Chatterjee, and Karen Russo France 
(1995), “Mental Accounting and Changes ın Price The Frame 
Dependence of Reference Dependence,” Journal of Consumer 
Research, 22 (June), 90-97 

Ho, Teck H , Noah Lim, and Colin F Camerer (2006), “Modeling 
the Psychology of Consumer and Firm Behavior with Behav- 
1oral Economics,” Journal of Marketing Research, 43 (August), 
307—331 

Kahneman, Daniel and Amos Tversky (1979), "Prospect Theory 
An Analysis of Decision Under Risk," Econometrica, 47 
(March), 263-92 

and (1984), “Choices, Values, and Frames,” 
American Psychologist, 39 (4), 341-50 

Kalwam, Manohar U , Chi Kin Yim, Heikki J Rinne, and Yoshi 
Sugita (1990), “A Price Expectations Model of Customer 
Brand Choice,” Journal of Marketing Research, 27 (August), 
251-62 

Kalyanaram, Gurumurthy and Russell $ Winer (1995), “Empirical 
Generalizations from Reference Price Research,’ Marketing 
Science, 14 (3), G161—69 

Kamen, Joseph M and Robert J Toman (1970), “Psychophysics 
of Prices," Journal of Marketing Research, 7 (February), 
27—35 

Koszegi, Botond and Matthew Rabin (2006), "A Model of 
Reference-Dependent Preferences," Quarterly Journal of Eco- 
nomics, 121 (November), 1133-65 

Mazumdar, Tridib, S P Raj, and Indrayit Smha (2005), “Reference 
Price Research. Review and Propositions," Journal of Market- 
ing, 69 (October), 84-102 

Muller, Richard L (1962), "Dr Weber and the Consumer,’ Journal 
of Marketing, 26 (January), 57—61 

Monga, Ashwani and Ritesh Saim (2009), “Currency of Search 
How Spending Time on Search Is Not the Same as Spending 
Money,” Journal of Retailing, 85 (3), 245-57 

Monroe, Kent B (1971), “Psychophysics of Prices A Reap- 
praisal,” Journal of Marketing Research, 8 (May), 248-51 

(2003), Pricing Making Profitable Decistons New York 
McGraw-Hill/Richard D Irwin 

Moon, Philip, Kevin Keasey, and Darren Duxbury (1999), "Mental 
Accounting and Decision Making The Relationship Between 
Relative and Absolute Savings,” Journal of Economic Behavior 
and Organization, 38 (February), 145-53 











48 / Journal of Marketing, January 2010 


Mowen, Maryanne M and John C Mowen (1986), “An Empirical 
Examination of the Biasing Effects of Framing on Business 
Decisions,” Decision Sciences, 17 (October), 596-602 

Myers, James H and William H Reynolds (1967), Consumer 
Behavior and Marketing Management Boston Houghton 
Mifflin 

Nunes, Joseph C and C Whan Park (2003), "Incommensurate 
Resources Not Just More of the Same,” Journal of Marketing 
Research, 40 (February), 26-38 

Okada, Erica M and Stephen J Hoch (2004), “Spending Time 
Versus Spending Money,” Journal of Consumer Research, 31 
(September), 313—23 

Ranyard, Rob and D Abdel-Nabı (1993), “Mental Accounting and 
the Process of Multiattribute Choice,” Acta Psychologica, 84 
(2), 161-77 

Sami, Ritesh and Ashwani Monga (2008), "How I Decide 
Depends on What I Spend Use of Heuristics Is Greater for 
Time Than for Money,” Journal of Consumer Research, 34 (6), 
914—22 

Sethuraman, Raj, V Srinivasan, and Doyle Kim (1999), "Asym- 
metric and Neighborhood Cross-Price Effects Some Empirical 
Generalizations,” Marketing Science, 18 (1), 23-41 

Stigler, George J (1987), The Theory of Price New York 
Macmillan 

Sugden, Robert (2003), “Reference-Dependent Subjective 
Expected Utility,’ Journal of Economic Theory, 111 (2), 
172-91 

Thaler, Richard H (1980), “Toward a Positive Theory of Con- 
sumer Choice,” Journal of Economic Behavior and Organiza- 
tion, 1 (1), 39-60 

Thomas, Mano} and Geeta Menon (2007), “When Internal Refer- 
ence Prices and Price Expectations Diverge The Role of Con- 
fidence," Journal of Marketing Research, 44 (August), 
401—409 

Tversky, Amos and Daniel Kahneman (1981), "The Framing of 
Decisions and the Psychology of Choice,” Science, 211 (4481), 
453-58 

and (1991), “Loss Aversion in Riskless Choice A 

Reference-Dependent Model,” Quarterly Journal of Econom- 

ics, 106 (November), 1039-1061 

and (1992), “Advances in Prospect Theory 
Cumulative Representation of Uncertainty,” Journal of Risk 
and Uncertainty, 5 (October), 297—323 

Winer, Russell S (1986), "A Reference Price Model of Brand 
Choice for Frequently Purchase Products,” Journal of Con- 
sumer Research, 13 (September), 250-56 

Wu, George and Richard Gonzalez (1996), "Curvature of the 
Probability Weighting Function," Management Science, 42 
(December), 1676-90 














Michael Tsiros & David M. Hardesty 


Ending a Price Promotion: 
Retracting It in One Step or Phasing 
It Out Gradually 


Using the literature on both pricing and regret, the authors develop a conceptual model of purchase likelihood and 
propose a pricing tactic that appears to have marketplace potential Sellers currently using a hi-lo pricing tactic 
discount a product for a limited time and then raise the price back to its original level in one step Here, the authors 
investigate whether sellers should return prices to their prepromotion levels all at once or in steps They propose 
that sellers should consider an alternative tactic, labeled "steadily decreasing discounting" (SDD) This alternative 
tactic requires that the seller offer one or more additional discounts that are less than the prior discount before 
returning the product to its original price Study 1 is a laboratory experiment that tests the proposed underlying 
mechanisms (future price expectations and anticipated inaction regret) influencing likelihood to buy In Study 2, an 
additional laboratory experiment is undertaken to provide further empirical support in favor of the SDD tactic, to 
address alternative explanations for the findings, and to demonstrate that there are no negative perceptions 
associated with using SDD Study 3 is a field experiment that assesses the effectiveness of SDD, and Study 4 
examines scanner panel data to evaluate its generalizability 





Keywords pricing tactics, regret, price promotions, expectations, hi—lo pricing, everyday low pricing 





rice promotions have been demonstrated to be prof- size than the prior discount before returning the product to 
D: in the long run, and it has been suggested that its original price. We Jabel this practice "steadily decreasing 
sellers should continue to employ them (Kopalle, discounting” (SDD) ! 
Mela, and Marsh 1999, Pauwels, Hanssens, and Siddarth Two particularly popular price promotion tactics are 


2002) In a review of reference pricing research, Mazumdar, everyday low pricing (EDLP) and hi-lo pricing Sellers that 
Raj, and Sinha (2005) conclude that how a firm frames a employ an EDLP tactic charge a constant, everyday price 


price offer may influence a consumer’s decision to buy the with no (or very infrequent and small) temporary price pro- 
brand Occasionally, after offering an initial price discount, motions (Monroe 2003) Alternatively, sellers that employ a 
companies such as New York & Company, Boden Clothing, hi-lo pricing tactic set relatively higher prices on an every- 
and Time Warner Cable offer a series of additional price day basis but offer frequent and substantial price promo- 
promotions before returning the price of a product to its tions Sellers use a hi-lo pricing tactic 1n an effort to dıs- 
original level For example, Boden has advertised a series of criminate between price-sensitive and price-insensitive 
consecutive promotions, such as 15% off for three days, fol- consumers 

lowed by 13% off for a day, 11% off for a day, and 10% off Given that many sellers employ hi-lo pricing, the cur- 
for a day, before returning merchandise to its original price rent research examines the relative effectiveness of the 
These pricing practices raise the question whether prices alternative pricing tactic, SDD, versus the existing and more 
should be returned to their original level, after an initial often used hi-lo pricing tactic In addition, Study 1 evalu- 
discount, all at once, as 1s typically the case for the hi-lo ates the EDLP tactic Drawing from literature on both 
pricing tactic, or m steps In the current research, and con- future price expectations and anticipated regret, we argue 
sistent with these examples, we propose that sellers could that the increasing price trends associated with the SDD 
offer one or more additional discounts that are smaller in tactic versus the hi-lo pricing tactic may increase con- 
Michael Tsiros is Associate Professor of Marketing, School of Business ‘Airlines typically start with low prices for a scheduled flight 
Administration, University of Miami, and Tassos Papastratos Research and progressively increase the price as certain quotas are met and 
Professor of Marketing, ALBA Graduate Business School, Athens, the departure date gets closer Although this pricing resembles 
Greece (e-mail tsiros@miamt edu) David M Hardesty ıs Associate Pro- SDD, 1t does not start with the regular price and eventually reach 
fessor of Marketing, Gatton College of Business & Economics, University that price as the departure date approaches In addition to the price 
of Kentucky (e-mail david hardesty@ukyedu) The authors acknowledge not having the same start and end level, prices may fluctuate 
the valuable feedback from the anonymous JMR review team, as well as because reservations may be cancelled or the company reassigns 
Bill Bearden, Allan Chen, Blair Kidwell, Tatiana Levit, Kent Monroe, quota Finally, airlines also often offer last-minute sales to reach 
Akshay Rao, Terry Shimp, and Danny Weathers The authors contributed capacity As such, SDD 1s not a dynamic pricing tactic (Desiraju 
equally to this research and Shugan 1999), nor 1s 1t being compared with dynamic pricing 


in this research 


© 2010, American Marketing Association Journal of Marketing 
ISSN: 0022-2429 (print), 1547-7185 (electronic) 49 Vol. 74 (January 2010), 49-64 


sumers' purchase likelihood in the current period through 
higher future price expectations (Jacobson and Obermiller 
1990) and greater anticipated inaction regret (Sevdalis, Har- 
vey, and Yip 2006, Tsiros 2009) 

We begin our assessment of SDD by conducting a lab 
experiment (Study 1) to test a theoretical framework regard- 
ing the benefits of SDD’s effectiveness compared with the 
hi-lo pricing and EDLP tactics, we show that SDD gener- 
ates higher future price expectations and leads to greater 
anticipated inaction regret, each of which affects purchase 
likelihood Consequently, we show that SDD generates 
more revenue than the existing hi-lo and EDLP pricing tac- 
tics ? In Study 2, we offer additional empirical support for 
the effectiveness of SDD, examine alternative explanations 
for the findings, and demonstrate that there are no negative 
perceptions associated with employing the SDD tactic. In 
Study 3, we conduct a field study that compares the relative 
effectiveness of hilo pricing with that of the SDD tactic 
We show that revenues are higher when using the SDD tac- 
tic Finally, in Study 4, we assess scanner panel data to 
uncover several instances of the effectiveness of the SDD 
tactic This research contributes to the pricing literature by 
demonstrating that the theoretical mechanisms driving the 
effectiveness of the SDD tactic relative to the hi-lo tactic 
are future price expectations and anticipated inaction regret 
Moreover, this research has implications for managers 1n 
that SDD appears to be a more profitable pricing tactic than 
both hi-lo pricing and EDLP and ıs free of negative percep- 
tions associated with using ıt In the next section, we outline 
the theoretical framework guiding our research hypotheses 
(see Figure 1) 


Conceptual Framework 


Consumer Future Price Expectations 


Research by Anely (1998) and Hsee, Abelson, and Salovey 
(1991) shows that evaluation of a stimulus 1s determined 
not only by its position (the actual value of its outcome) but 
also by its velocity (the change in the value) Given the pric- 
ing pattern associated with SDD, we focus on consumer 
expectations of future prices, an understudied, forward- 
looking reference price (DelVecchio, Krishnan, and Smith 
2007, Sun, Neslin, and Srinivasan 2003) Winer (1985) 
finds that consumer expectations of future prices play a sig- 
nificant role in purchase decisions Similarly, and in line 
with neoclassical economic theory, Jacobson and Ober- 
miller (1990) suggest that consumers compare the sticker 
price with expected future price Consumers expecting 
higher future prices are encouraged to purchase sooner, 
those expecting lower future prices are more likely to wait 
On the basis of an analysis of 151 weeks of scanner data, 
Jacobson and Obermiller find empirical support that con- 


2We believe that SDD 1s most relevant for products with at least 
a moderate profit margin and for products that are purchased infre- 
quently (once a year or less often) In this article, we provide con- 
sistent evidence using different products (a personal digital assis- 
tant [PDA] 1n two lab studies and a wine stopper in a field study) 
However, we also show some initial evidence in support of SDD 
for grocery store 1tems (e g , soda, cereal) 
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FIGURE 1 
Conceptual Framework 
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sumers conceptualize a reference price as an expectation of 
future price Higher future price expectations resulted in 
increased quantity sold in the current period More recently, 
DelVecchio, Krishnan, and Smith (2007) examined the 
effect of price promotion format, demonstrating that people 
have higher future price expectations for price promotions 
presented ın percentage terms versus dollar terms These 
higher future price expectations result in greater choice of 
the percentage-framed price promotions Similar to DelVec- 
chio, Krishnan, and Smith's research, we investigate the 
effect of expected future price on purchase likelihood dur- 
ing both the current and the future promotion periods ? 

The hi-lo and the SDD pricing tactics differ in terms of 
both the individual discounts offered and the pattern of 
prices Prior research (Alba et al 1999, DelVecchio, Krish- 
nan, and Smith 2007) has demonstrated that deeper dis- 
counts produce lower future price expectations. In the cur- 
rent research, the average promotion size 1s held constant 
across the two pricing tactics As such, the impact of the 
depth of the discounts offered 1s controlled for and should 
not have a differential impact across the tactics However, 
the pattern of prices 1s different between the two pricing 
tactics and may affect future price expectations Impor- 
tantly, prior research has established that price judgments 
are affected by the ordering of past prices (Buyukkurt 1986, 
Krishna 1991, 1994, Meyer and Assuncao 1990, Slonim 
and Garbarino 1999) 

Here, we expect that consumers will have higher future 
price expectations for SDD versus hi—lo pricing due to the 
greater prevalence of upward price trends when using the 
SDD tactic Adaptation-level theory (Helson 1964) suggests 
that consumers judge current prices relative to their internal 
norms (adaptation levels), representing the combined 
effects of past, present, and future prices For example, a 
marketer employing the SDD tactic might sell a product 
regularly at $499 and offer an initial large sale at $349 and 
then two smaller sales at $399 and $449 before returning 
the price to its original level These additional sales result 1n 


3Kalwani and Yim (1992) gather expected future price data and 
assess purchases for a future occasion, as we do in Study 2, 
instead of assessing purchase intentions for the current sale, as we 
do in Study 1 


more weeks containing an upward trend ın price compared 
with using hi—lo pricing, and consumers are expected to 
have higher future price expectations as a result Each of the 
additional sales associated with the SDD tactic acts as a 
price anchor, leading to an upward shift ın price expecta- 
tions and a new, higher adaptation level This increased 
adaptation level associated with the SDD tactic makes the 
current price appear more attractive and results in greater 
likelihood to buy for SDD than for hi-lo For example, 
when a product regularly priced at $499 1s discounted to 
$349 and then raised to $399, we expect that the upward 
trend from $349 to $399 (and because 1t has not reached its 
regular price of $499) will result 1n higher adaptation levels 
and, thus, higher future price expectations 4 

In addition to the advantage that SDD receives from its 
upward price trend by shifting consumers' adaptation levels 
upward, price promotion research (Mace and Neslin 2004) 
has identified the phenomenon of a postpromotion dip (a 
significant drop 1n sales after a large discount 1s retracted) 
Under SDD, we expect this phenomenon to be significantly 
reduced compared with the hi-lo tactic because the price 
returns to the regular price 1n stages 


Anticipated Regret 


Another explanation for the success of SDD in generating 
greater likelihood to buy after missing a previous sale 1s 
consumers’ anticipating feelings of regret Social psychol- 
ogy and behavioral decision theory have given much atten- 
tion to regret, but regret 1s only beginning to be fully exam- 
ined in the marketing literature on purchase decisions 
(Simonson 1992) and customer satisfaction and repurchase 
intentions (Inman, Dyer, and Jia 1997, Inman and Zeelen- 
berg 2002, Taylor 1997, Tsiros and Mittal 2000, Zeelenberg 
and Pieters 1999) Simonson (1992) finds evidence that 
anticipated regret influences brand preference and timing of 
a purchase Simonson asked consumers to anticipate how 
they would feel 1f they passed on a current sale and learned 
later that the price was higher Compared with those who 
were not asked to anticipate, consumers who anticipated 
such a scenario were more likely to make an 1mmediate 
purchase than to wait for a better price Anticipated regret 
provides an important explanation for the success of SDD 
in generating greater likelihood to buy after missing a previ- 
ous sale 

The current research 1s also consistent with research on 
inaction inertia, or the tendency of consumers to defer 
choice following a missed sale (Tsiros 2009, Tykocinski 
and Pittman 1998, Tykocinski, Pittman, and Tuttle 1995) 
This stream of research has found that after consumers real- 
ize that they missed a large sale (e g , 40% off), they are less 
likely to purchase a product at a significantly smaller sale in 
the future (e g , 10% off) When the difference between the 
two sales (the one missed and the current one) 1s small (e g, 
40% off versus 30% off), consumers do not vary signifi- 


4We assume that consumers expect prices to eventually reach 
the regular price level and not exceed it This 1s why SDD outper- 
forms hi-lo Otherwise, going from $349 to $499 in hi-lo may 
indicate further, more drastic price increases than SDD’s smaller 
increments 


cantly from the control group (those never missing the large 
sale) in their likelihood to take advantage of the smaller sale 
(Tykocinski and Pittman 2001) As such, inaction inertia 
should favor SDD because the difference between the con- 
secutive sales 1s smaller (e g , always 10%, such as 40% off 
versus 30% off or 30% off versus 20% off) than the one 
experienced under hi-lo pricing (e g, 40% off versus no 
sale) More recently, Sevdalis, Harvey, and Yip (2006) dis- 
tinguish between two types of anticipated regret anticipated 
inaction regret (regret anticipated to be experienced after 
forgoing the second sale) and anticipated action regret 
(regret anticipated to be experienced after buying the 1tem 
during the second sale) Across two studies, support for the 
role of anticipated 1naction regret 1n predicting likelihood to 
buy was evidenced, while anticipated action regret did not 
significantly impact purchase intentions 

Here, we expect that SDD will lead consumers to 
experience higher levels of anticipated inaction regret at the 
current sale price than hi-lo pricing as a result of their 
expectations that the price will slowly return to 1ts original 
level For example, 1f a product 1s regularly priced at $499 
but recently sold for $349 and 1s now on sale for $399, we 
expect consumers to anticipate regretting not buying the 
product at $399 (anticipated 1naction regret) because they 
expect the price to eventually go back to the regular level of 
$499 Given that SDD has additional weeks with an upward 
trend in price, we expect that anticipated regret will be 
greater for SDD than for hi—lo pricing We also expect that 
anticipated 1naction regret will mediate the effect of future 
price expectation on likelihood to buy 

In summary, we expect that higher future price expecta- 
tions and more anticipated maction regret associated with 
the SDD tactic will lead to greater likelihood to buy In 
addition, we expect anticipated 1naction regret to play a 
dual role because ıt 1s also expected to mediate the effect of 
future price expectation on likelihood to buy This greater 
likelihood to buy 1s expected to result in increased purchase 
likelihood at higher prices for the SDD tactic than for the 
hi-lo tactic as a result of anticipation that the price will 
come back to the regular price in stages As such, and ın 
addition to greater purchase likelihood, revenues are 
expected to be greater when using the SDD tactic than the 
hi-lo tactic. Formally, we propose the following 


H; Compared with hi-lo pricing, SDD generates higher 
revenue 


H5 Compared with hi-lo pricing, SDD leads to (a) higher 
future price expectations and (b) more anticipated regret 
from not buying the product (anticipated inaction regret) 
Thus, SDD results ın greater likelihood to buy 


H4 Anticipated inaction regret mediates the effect of future 
price expectations on likelihood to buy 


Study 1 1s a laboratory experiment that assesses the 
relative effectiveness of SDD versus hi—lo pricing (ie , Hj) 
and EDLP and tests the theoretical rationale (1e, H, and 
H3) pertaining to the expectation that SDD will outperform 
hi-lo pricing. Study 2 attempts to resolve several limitations 
associated with Study 1 In particular, Study 2 further eval- 
uates the effectiveness of the SDD tactic, showing that there 
are no negative effects associated with employing SDD over 
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a substantial period, and it assesses consumers’ likelihood 
to visit a store that employs SDD versus hi-lo pricing 
Importantly, 1n both Studies 1 and 2, store and brand image 
are compared across tactics because price promoton activ- 
ity has been shown to negatively affect consumer percep- 
tions (Grewal et al 1998) Specifically, SDD offers an addı- 
tional (though shallower) price promotion and, because of 
the higher frequency of promotions, may result 1n more 
negative perceptions Finally, in Studies 3 and 4, a field 
experiment 1s conducted and an evaluation of scanner panel 
data is undertaken to demonstrate further the effectiveness 
and generalizability of the SDD pricing tactic 


Study 1: Theoretical Assessment 


Method 


In an initial effort to investigate the effectiveness of SDD 
versus hi—lo pricing and to evaluate the theoretical rationale 
that might explain the relative effectiveness of SDD, we 
manipulated prices between participants at several levels for 
an 1PAQ 4155 personal digital assistant (PDA) (see Table 
1) 5 Each participant was randomly placed in one of the 
week conditions displayed in Table 1, and each saw three 
price points © For example, the $499, $379, $409 condition 
(see Week 3 of SDD in Table 1) represents a regular price of 
$499, a most-recent past price of $379, and a current price 
of $409 Importantly, we manipulated these prices so that 
the average regular price ($499), the average most-recent 
past price ($435), and the average current price ($435) were 
the same for both tactics Thus, this design allowed for a 
fair comparison between the two tactics 


‘The discount sizes used are consistent with prior reference 
pricing research (Grewal, Marmorstein, and Sharma 1996) 

6The “weeks” terminology 1s arbitrary, we use 1t for simplicity 
of explication The periods could be time frames other than weeks 
(eg, days) In addition, each participant saw and responded to 
prices for only one of the weeks displayed 1n Table 1 As such, we 
make an assumption that consumers remember the most-recent 
promotion This appears to be a reasonable assumption given the 
product category examined here (consumer electronics) and find- 
ings from prior research indicating that consumers have some 
knowledge about past deals (Dickson and Sawyer 1990, Krishna 
1994, Le Boutiller, Le Boutiller, and Neslin 1994, Vanhuele and 
Dréze 2002) However, we relax this constraint in Study 2 because 
participants see 20 weeks of price data 


To empirically test the two hypotheses, we collected 
data from 463 undergraduate business students who were 
then entered 1nto a cash prize raffle for their participation 
Because of several missing values, we removed three 
respondents There was a similar number of participants per 
condition To begin the experiment, participants were given 
a scenario regarding the sale of an 1PAQ 4155 PDA The 
Appendix shows an example of the scenario for the $499, 
$379, $409 condition. After reading the scenario and look- 
ing at two price advertisements, participants indicated 
whether they would buy the PDA In addition, they listed 
their thoughts regarding their buying decision. Then, they 
estimated what the price of the PDA would be one week 
from now (Janiszewski and Lichtenstein 1999) Next, par- 
ticipants completed two-item measures for store and brand 
image Each pair of items constituting the 1mage measures 
was significantly correlated (ps « 01), and we averaged the 
items to form composite variables for each construct 
Finally, we obtained a single-item measure for anticipated 
inaction regret These scales appear in the Appendix 


Results 


H; states that sellers will generate higher revenue when 
employing an SDD pricing tactic rather than a hi-lo pricing 
tactic To assess this prediction, we first compared the reve- 
nue generated across the weeks 7 We calculated revenue as 
the current price times the percentage willing to purchase at 
the given price As Table 2 shows, and consistent with H}, 
the results reveal that across the weeks, SDD generated 
$1,076 73 of revenue, while hi-lo generated only $990 88 
(t406 = 3 55, p < 01, d= 35) Thus, the SDD tactic resulted 
in 8 7% higher revenue These findings support H; and pro- 
vide initial evidence that SDD may be a viable pricing tac- 
tic for sellers to employ We next examined profits for the 
case in which the product cost was assumed to be $349 (the 
estumated cost to the retailer for the 1PAQ 4155 PDA at the 
time of the study), a 30% profit margin that 1s representative 
of the PDA marketplace 8 The SDD tactic generated 


7We assumed a 100% conversion rate of the participants who 
indicated their willingness to purchase the product at a given price 
Although this conversion rate is for explication purposes only, 
note that we obtain similar results for any other conversion rate, 
and we assume that conversion rate does not vary systematically 
with price 

8After contacting store managers of two major electronics stores 
and the headquarters of major manufacturers of PDAs, we deter- 
mined that estimated profit margin for the retailer was 30% 


TABLE 1 
Study 1 Experimental Conditions 


Hi-Lo Pricing 


Regular Past 
Period Price Price 
Week 1 $499 $499 
Week 2 $499 $349 
Week 3 $499 $349 
Week 4 $499 $349 
Week 5 $499 $499 
Week 6 $499 $499 
Week 7 $499 $499 
Average $499 $435 


52 / Journal of Marketing, January 2010 


SDD Pricing 
Current Regular Past Current 
Price Price Price Price 
$349 $499 $499 $349 
$349 $499 $349 $379 
$349 $499 $379 $409 
$499 $499 $409 $439 
$499 $499 $439 $469 
$499 $499 $469 $499 
$499 $499 $499 $499 
$435 $499 $435 $435 


TABLE 2 
Study 1 Results 





Expected Percentage 
Pricing Tactic Future Anticipated Likely to Potential Revenue Total 
Condition Price Regret Buy per Person per Week Revenue 
Hi-Lo $415 89 2 52 
$499, $499, $349 $387 33 3 50 76% $349 x 76 = $265 24 
$499, $349, $349 $365 56 301 67% $349 x 67 = $233 83 
$499, $349, $349 $370 55 3 10 68% $349 x 68 = $237 32 
$499, $349, $499 $407 62 1 78 10% $499 x 10 = $49 90 $ 990 88 
$499, $499, $499 $462 56 212 14% $499 x 14 = $69 86 
$499, $499, $499 $462 09 2 10 14% $499 x 14 = $69 86 
$499, $499, $499 $455 55 2 06 13% $499 x 13 = $64 87 
SDD $430 14 3 32 
$499, $499, $349 $382 54 3 52 74% $349 x 74 = $258 98 
$499, $349, $379 $402 18 4 37 62% $379 x 62 = $234 98 
$499, $379, $409 $411 83 3 78 50% $409 x 50 = $204 50 
$499, $409, $439 $442 40 3 54 30% $439 x 30 = $131 70 $1,076 73 
$499, $439, $469 $451 05 321 24% $469 x 24 = $112 56 
$499, $469, $499 $461 67 270 13% $499 x 13 = $64 87 
$499, $499, $499 $459 33 2 09 14% $499 x 14 = $69 86 
Random Discounting $419 51 279 
$499, $499, $349 $383 61 3 47 75% $349 x 75 = $261 75 
$499, $349, $439 $449 88 3 60 30% $439 x 30 = $131 70 
$499, $439, $409 $390 44 291 38% $409 x 38 = $155 42 
$499, $409, $469 $475 08 2 68 21% $469 x 21 = $98 49 $ 983 15 
$499, $469, $379 $371 11 3 09 57% $379 x 57 = $216 03 
$499, $379, $499 $412 68 179 1196 $499 x 11 = $54 89 
$499, $499, $499 $453 76 202 1396 $499 x 13 — $64 87 


$144 90 1n cumulative profit, while the hi-1o tactic only 
resulted 1n $76 50 in cumulative profit per person We also 
observed similar results for profit margins within 1096 of 
the estimated profit margin for retailers 

Although SDD generated more profit, reducing prices 
may negatively affect the image of both the brand and the 
store, these variables have been shown previously to be 
affected by price promotion activity (Grewal et al 1998) 
Because SDD involves two additional sales compared with 
hi-lo, we examine the effect of both tactics on brand and 
store image For store image, we find no significant effects 
across pricing tactics (4 76 versus 4 65, tang = 49, p> 10) 
Similarly, brand 1mage was not significantly affected by the 
SDD tactic (5 19 versus 5 22, tang = —21, p > 10) These 
results are consistent with Monroe and Krishnan’s (1985) 
finding that discounts on branded products may not affect 
brand image Overall, SDD benefits the seller through 
higher revenue without any negative impact on store or 
brand image 

H, posits that SDD will generate higher future price 
expectations and result in higher levels of anticipated regret 
for not buying the product so that SDD will lead consumers 
to be more likely to buy than hi-lo pricing To test this 
hypothesis, we asked participants to estimate what the prod- 
uct would cost 1n one week In addition, we asked partici- 
pants to determine how much regret they would feel 1f they 
did not buy the product now (see the Appendix) Partici- 
pants estimated next week's average price to be $415 89 for 
hr-lo pricing compared with $430 14 for SDD (t4os = 2 41, 
p < 01, d = 24) Sumnilarly, and as Table 2 shows, SDD 


resulted in higher anticipated regret levels for not buying 
now than hr-lo pricing (3 32 versus 2 52, tagg = 2 46, p < 
01, d= 24) These results suggest that the relatively higher 
future price expectations and greater anticipated inaction 
regret associated with SDD pricing should enhance its 
effectiveness compared with the hi-lo tactic Each of these 
findings supports H, 

In addition to the preceding analyses, we content- 
analyzed responses to the open-ended question that asked 
participants to describe their thoughts leading to their deci- 
sion We expected hi-lo to generate a greater number of 
lower future price expectations and SDD to generate greater 
anticipated regret from not buying the product We asked 
two graduate students to code the responses on the basis of 
the following categories (1) lower future price expecta- 
tions, (2) anticipated regret from not buying the product, 
and (3) other thoughts that could not be classified in the 
previous two categories Interjudge agreement was 88%, 
and all disagreements were resolved by a third judge As 
expected, we observed moderately more lower future price 
expectations for the hi-lo pricing tactic than for the SDD 
pricing tactic (46% versus 32%, 42 = 2 83, p< 10, w= 15) 
and significantly more thoughts dealing with anticipated 
regret from not buying the product for the SDD pricing tac- 
tic than for the hi—lo pricing tactic (40% versus 12%, X? = 
13 81, p < 01, w = 34) A sample of lower-future-price- 
expectation thoughts from the hi-1o $499, $349, $499 con- 
dition includes “Why buy the PDA for $499 1f I can buy it 
for $150 less at a later time?" and “The fact that the PDA 
has sold for $349 ın the past led me to conclude there could 
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be another sale and I would rather wait and save $150" An 
example of an anticipated-inaction-regret thought in the 
SDD $499, $349, $379 condition was “$379 is not that 
much more than the sale price of $349, and you never know 
when 1t will be that price again” Another respondent 1n the 
SDD $499, $439, $469 condition wrote, “The price would 
go up now if I don't take ıt now and I would miss an 
opportunity” 

On the basis of our findings thus far, SDD appears to 
perform better than hi-lo pricing because of the higher 
future price expectations and increased anticipated inaction 
regret associated with the SDD price combinations In addi- 
tion to the preceding analyses, we performed a path analysis 
(see Figure 2) to test the mediating effect proposed 1n H3 
First, and ın support of H5, “tactic” (hi-lo = 1, SDD = 2, see 
Figure 2, Panel A) had a positive influence on both expected 
future price expectations (30, p < 01) and anticipated 
regret (24, p « 01) As we expected, both future price 
expectations and anticipated regret were positively related 
to purchase likelihood (19, p < 01, and 43, p < Ol, 
respectively) In addition, when we included a path from 
future price expectations to anticipated regret (see Figure 2, 
Panel B), we observed a positive relationship between 
future price expectations and anticipated regret (33, p « 
01) Consistent with H3, it appears that anticipated maction 
regret plays a dual role in influencing purchase likelihood 
First, and consistent with prior studies (Sevdalis, Harvey, 
and Yup 2006), anticipated inaction regret has a direct effect 
on purchase likelihood Second, anticipated inaction regret 
partially mediates the effect of future price expectations on 
purchase likelihood In the model in Figure 2, Panel A, 
when the path from future price expectations to anticipated 
regret is set to zero, the direct effect from future price 
expectations on purchase likelihood 1s more significant ( 19, 
p < 01) than when the path from future price expectations 
to anticipated regret 1s estimated ( 11, p « 05) Thus, antici- 
pated inaction regret partially mediates the relationship 
between future price expectations and purchase likelihood 
because the coefficient for this path 1s reduced (from 19 to 

11) but is still significant 

Several researchers (Baron and Kenny 1986, Sobel 
1982) have proposed a more formal test of mediation Con- 
ducting a Sobel (1982) test (and the Aroian version of the 
Sobel test popularized by Baron and Kenny [1986]), we 
find a significant mediation effect of anticipated inaction 
regret on the relationship between future price expectations 
and purchase likelihood (Sobel z = 2 33, p < 05, d = 28, 
Aroian z= 231, p< 05,d= 28) Thus, H5 1s supported 

Although our results provide support for our conceptual 
framework, suggesting that future price expectations and 
anticipated inaction regret are the underlying mechanisms 
for SDD’s success over hi-lo pricing, it 1s possible that 
SDD outperforms hi-lo pricing because there 1s less price 
volatility associated with the SDD tactic Price volatility in 
Study 1 (as measured by the standard deviation) was 80 2 
for hi-lo and 58 6 for SDD To rule out price volatility as an 
alternative explanation for the superiority of SDD over 
hi-lo pricing, we also empirically evaluated EDLP ın this 
study If price volatility drives the results related to SDD 
and hi-lo pricing, EDLP should be preferred over both 
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FIGURE 2 
Study 1 Path Analyses 
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because EDLP has no price volatility Forty-four undergrad- 
uate student participants from the same population were 
assigned to the EDLP condition. For the EDLP condition, 
the normal price, the most-recent past price, and the current 
price were all $435 Thus, both the average most-recent past 
price and the average current price were the same for the 
hi-lo and SDD pricing conditions The results revealed that 
27% of participants were likely to buy, yielding revenues of 
$829 71 across the seven weeks for EDLP compared with 
$990 88 in revenues generated from hi-lo pricing and 
$1,076 73 from SDD Thus, EDLP resulted in 16 3% lower 
revenues than hi-lo pricing and 22 9% lower revenues than 
SDD These results rule out the price volatility alternative 
explanation because EDLP would be superior if price 
volatility explained the effects Moreover, these results sug- 
gest that the SDD tactic results 1n higher revenues than 
EDLP as well 

To further test the proposed mechanism advanced here, 
we extended our study by varying the order of the interme- 
diate steps for SDD In this design, we modified the order 
of the steps for SDD presented 1n Study 1 (see Table 2) The 
only difference in the design of the study was 1n the four 
intermediate discounts, which 1n this case did not follow a 
strict "steadily decreasing" trend, though on a couple of 
occasions the discounts were larger than the one offered in 


the previous promotion period. We collected data from 196 
undergraduate students from the same population as previ- 
ously, they saw the same stimuli Each of the seven condi- 
tions had the same number of participants The results show 
that the new pricing tactic, without the steadily decreasing 
trend in the discounts, performs similar to hi-lo and worse 
than SDD ($983 15 versus $1,076 73, t397 = 388, p < 01, 
d= 39) Similarly, participants estimated next week's aver- 
age price to be $419 51 compared with $430 14 for SDD 
(t397 = 2 09, p < 05, d = 21), and anticipated regret levels 
from not buying now were 2 79 compared with 3 32 for 
SDD (t49; = 2 25, p < 05, d = 23) If we take as an exam- 
ple the condition in which the regular price 1s $499, the last 
price was $439, and the current price 1s $409, even with a 
higher last price than the SDD condition with the same cur- 
rent price ($499, $379, $409), future price expectations are 
lower ($390 44 versus 411 83), anticipated inaction regret 1s 
lower (291 versus 3 78), and hkelihood to buy is lower 
(38% versus 50%) In this case, consumers might expect the 
price to keep going down Therefore, we argue that there 1s 
something fundamental about the order and magnitude of 
the price increments that offer a signal to consumers that 
the price 1s indeed 1n a trajectory that will reach the regular 
price, and this signal drives both higher future price expec- 
tations and greater anticipated inaction regret, which lead to 
greater likelihood to buy and higher revenue 

In summary, Study 1 provides initial empirical support 
in favor of SDD and the conceptual model However, this 
study has a few limitations that must be addressed First, the 
study limited participants 1n terms of the number of prices 
received Study 2 addresses this limitation by employing 20 
weeks of price information to allow for a more complete 
assessment of image perceptions These new stimuli pro- 
vide a stronger test of the potentially deleterious 1mpact on 
image perceptions because it has been shown that such 
assessments are long-term (Blattberg, Briesch, and Fox 
1995, Mela, Gupta, and Lehmann 1997) 

A second limitation 1s that we considered only one store 
and one pricing tactic at a time Study 2 addresses this lim- 
itation by giving some participants historical pricing infor- 
mation from two stores, one employing a hi-lo pricing tac- 
tic and the other employing SDD A third limitation 1s that 
the hi—lo pricing condition included three large discounts of 
$150, while SDD employed five discounts (one at $150, 
one at $120, one at $90, one at $60, and one at $30) In 
Study 2, we include a condition in which both tactics 
employ the same number of discounts to assess the poten- 
tial alternative explanation of discount frequency (Alba et 
al 1999) Moreover, by including an equal number of dis- 
counts, we alleviate concerns about potential administrative 
cost differences associated with the SDD tactic In particu- 
lar, and as we tested in Study 1, SDD would require store 
managers to make more price changes and potentially incur 
higher advertising expenses because more sales would need 
to be promoted In addition, Study 2 assesses participants’ 
willingness to pay and likelihood to visit the store in the 
future after exposure to 20 past prices for the SDD and 
hi—lo pricing tactics The willingness-to-pay assessment 
allows for another comparison of the effectiveness of SDD, 
and our measure of the likelihood to visit the store provides 


an opportunity to evaluate whether one tactic generates 
greater store traffic than the other Finally, and simular to 
Krishna’s (1994) assessment of the certainty consumers 
associate with a deal occurring, Study 2 examines whether 
SDD generates higher levels of price certainty than hi-lo 
That is, if SDD generates greater price certainty, this could 
be an alternative explanation for its relative effectiveness 


Study 2: Price History Design 
Method 


Having established the underlying theoretical mechanisms 
(future price expectations and anticipated inaction regret) 
associated with the effectiveness of SDD in Study 1, we 
conducted Study 2 to further investigate the relative effec- 
tiveness of SDD versus hi—lo pricing and to address the lim- 
itations associated with Study 1 Specifically, we manipu- 
lated the price histories that participants were exposed to 
using similar discount sizes to those used in Study 1 Par- 
ticipants were randomly assigned to one of five conditions 
(see Table 3) Three of the conditions involved a single- 
store pricing tactic, and two conditions involved two-store 
pricing tactics For example, 1n the single-store conditions, 
each participant saw only one pricing tactic (A, A’, or B) 
Condition A involved a hi-lo pattern (four sales of $349) 
Condition A’ was a variation of hi-lo involving the same 
number of promotions as in SDD (s1x sales of $399) 
Finally, Condition B involved the SDD pattern of prices 
(two sets of the following pattern of sales $349, $399, 
$449) In addition, we included two more conditions in 
which participants observed two stores (one following the 
hi-lo and the other the SDD pricing pattern) In one condi- 
tion (AB), the store that used hi—lo pricing included four 
sales (A), and the store that used the SDD tactic (B) 
included six sales (see Table 3) In the other condition 
(A'B), both stores had six sales, with Store A’ using hi-lo 
pricing and Store B using SDD Importantly, and for all 
conditions, each store had the same average price ($469) 
across each 20-week period 

We collected data from 247 undergraduate business stu- 
dents who were entered into a cash prize raffle for their par- 
ticipation Participants began by reading a scenario and 
looking at price information available from two stores (or 
one store in the three single-store conditions) Under the 
scenario, participants were told to imagine that they had 
consulted pricetrack com (a fictitious Web site) to gather 
past prices for a PDA described 1n the scenario and that the 
Web site revealed the 20 most-recent weekly prices for the 
PDA at two stores (A and B, or A’ and B) or at one store (A, 
B, or A’) After evaluating the price information, partici- 
pants were asked to assume that they had gone home to visit 
family during a school break Returning to school a few 
weeks later, they had gone to pricetrack com to check prices 
again because they wanted to purchase the PDA, but the 
Web site was no longer available and had not been available 
while they were away After reading this scenario, partici- 
pants indicated the highest price they were willing to pay 
for the PDA, their ltkelihood of visiting the store, their best 
estimate of the price of the PDA after they went away, and 
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TABLE 3 
Study 2 Experimental Conditions 





Period A(Hi-Lo) 


Week 1 Va 
Week 2 
Week 3 
Week 4 
Week 5 
Week 6 
Week 7 
Week 8 
Week 9 
Week 10 
Week 11 
Week 12 
Week 13 
Week 14 
Week 15 
Week 16 
Week 17 
Week 18 
Week 19 
Week 20 
Average 


aV $499, W $349, X $399, Y $499, Z $469 


A’(Hi-Lo’) 
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their level of certainty regarding their price estimate Then, 
respondents indicated their image of the stores along with 
their image of the brand using the two-item measures from 
Study 1 (see the Appendix) 


Results 


Willingness to pay Table 4 includes all the results for 
Study 2 We first evaluated willingness to pay across the 
two pricing tactics We assessed willingness to pay here 
instead of likelihood to buy (as 1n Study 1) because respon- 
dents were not presented with a current price and, therefore, 
a decision of whether to buy The results revealed that SDD 
generated a higher willingness to pay than both versions of 
hi-lo (B versus A $435 63 versus $385 25, ton = 342, p < 
01,d= 71, and B versus A’ $435 63 versus $392 76, tog = 
343, p < 01, d= 72) These findings provide further sup- 
port for the relative effectiveness of the SDD tactic. More- 
over, willingness to pay was not significantly different 
between Conditions A ($385 25) and A' ($392 76, p » 10) 


B(SDD) 


Conditions 
AB(Hi-Lo and SDD) 
A(Hi-Lo) B(SDD) 


A'B(Hi-Lo' and SDD) 
A’(Hi-Lo’) B(SDD) 
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In the two-store conditions, we estimated only one willing- 
ness to pay for the PDA (as opposed to one for each store), 
and both versions of hi-lo (AB and A'B) generated similar 
results ($393 95 versus $371 29, tgg = 122, p > 10, 
respectively) 


Likelihood to visit the store Next, we wanted to assess 
whether the SDD tactic resulted in greater likelihood to 
visit the store than the hi-lo pricing tactic We evaluated 
this by assessing participants’ likelihood to visit each store 
after experiencing (1) each tactic for a period of 20 weeks 
or (2) both tactics for a period of 20 weeks Respondents 
were asked how likely they were to visit the store (7 = “very 
likely,” and 1 = “very unlikely”) Compared with the SDD 
(B) condition's average store traffic (4 61), the hi-lo (A) 
condition averaged 3 86 (tg = 271, p < 01, d= 57) and 
the hi-lo (A^) condition averaged 3 88 (toy = 2 01, p < 05, 
d= 42) As with willingness to pay, store traffic was similar 
for the two hi-lo conditions (A and A’) In the AB condi- 


TABLE 4 
Study 2 Results 


Measures A(Hi-Lo) A‘(Hi-Lo’) 

Willingness to pay $385 25 $392 76 

Likelihood to visit store 3 86 3 88 

Store 1mage 427 447 462 
Brand image 539 5 60 553 


B(SDD) 


$435 634b 
4 6125 


Conditions 
AB(Hi-Lo and SDD) A'B(Hi-Lo' and SDD) 
A(Hi-Lo) B(SDD) A'(Hi-Lo^) B(SDD) 
$393 95 $393 95 $371 29 $371 29 
4 13 5 07a 4 05 5 ]Ob 
4 94 4 92 4 99 4 92 
cQ —C — là —C 


‘Indicates significant differences (p < 05) between conditions B and A within the same row 
bIndicates significant differences (p « 05) between conditions B and A' within the same row 
‘Brand image measures were not included in the AB and A'B conditions because participants were exposed to both pricing tactics and their relative impact on 


brand image ts confounded 
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tion, participants averaged 5 07 for the SDD store and 4 13 
for the hi—lo store (t44 = 3 34, p < 01, d = 103) Thus, par- 
ticipants were significantly more likely to visit a store using 
the SDD tactic than one using the hi-lo pricing tactic For 
the A'B condition, participants averaged 5 10 for the SDD 
store and 4 05 for the hi-lo store (t44 = 347, p < 01, 
d = 106), again showing significant differences ın likel- 
hood to visit 1n favor of the SDD store Thus, the SDD 
tactic appears to increase the potential traffic a store experi- 
ences relative to the hi-lo pricing tactic Moreover, store 
traffic for the hi-lo tactic was similar for the AB and A'B 
conditions Importantly, these results occur when con- 
sumers are made aware of prices Recall that in Study 1, we 
assumed that store traffic was constant across SDD and 
hi-lo As such, the Study 2 results suggest that the Study 1 
results are conservative given that SDD may lead to an 
mcrease 1n store traffic 1f promotions are also advertised 


Price uncertainty To examine the level of price uncer- 
tainty generated by the two pricing tactics, we first asked 
participants to estimate the price of the PDA a week after 
they went away for the break Then, we asked participants 
to state their certainty with their price estimates (see the 
Appendix) A potential alternative to SDD generating 
higher future price expectations 1s that SDD may generate 
less uncertainty than hi-lo in consumer price estimates 
However, the study results indicate that SDD (B) generated 
the same level of certainty as both hi-lo versions (A and A’) 
(84% versus 80% versus 77%, Fy 119 = 1 49, p > 10) As 
such, price uncertainty does not appear to be driving differ- 
ences between SDD and hilo pricing 9 


Store and brand image We included store 1mage and 
brand image measures 1n the single-store conditions (A, B, 
and A’), but we included only store 1mage measures 1n the 
two-store conditions (AB and A'B) 1° Compared with the 
SDD (B) condition’s average store image (4 62), the hi—lo 
(A) condition averaged 4 27, and the hi-lo (A^) condition 
averaged 4 47 (tog = 1 93, p< 10, d= 40, and tgg = 69, p> 

10) Thus, there were no significant differences in store 
image across stores A’ and B However, the SDD store (B) 
had a slightly higher store image level than the hi—lo store 
(A) Store image did not vary between the two hi-lo condi- 
tions (A and A’) Similarly, compared with the SDD (B) 
condition's average brand image (5 53), the hi-lo (A) con- 
dition averaged 5 39, and the hi-1o (A^) condition averaged 
5 60 (tg = 77, p > 10, and tog = —36, p > 10, respec- 
tively) Thus, we observed no significant differences in 
brand image across tactics In addition, brand 1mage was 
similar for the two hi—lo conditions (A and A’) 


Consistent with our predictions and the results of Study 1, the 
expected price for hi-lo (A) was $462 12, under hi-lo (A^, 1t was 
$458 11, and under SDD, ıt was $489 31 In other words, SDD led 
to significantly higher future price expectations than both versions 
of hi-lo (Fy, 119 = 4 03, p < 05, %2 = 12) In addition, SDD led to 
a higher future price expectation 1n the A'B condition (469 88 ver- 
sus 444 59, t& = 2 01, p < 05, d= 52) but not in the AB condition 
(471 03 versus 452 85, ts = 1 16, p> 10, d= 30) 

10We did not include brand image measures 1n the AB and A’B 
conditions because participants were exposed to both pricing tac- 
tics, and their relative impact on brand 1mage 1s confounded 


In the two-store condition (AB), in which the hi-lo tac- 
tic has four promotions and SDD has six promotions (this 
replicates Study 1), store image averaged 4 94 for the hi—lo 
store and 4 92 for the SDD store (t44 = 20, p > 10) Thus, 
we observed no significant differences 1n store image across 
tactics Importantly, these results suggest that the SDD tac- 
tic yields no additional negative long-term 1mpact on store 
image However, it 1s possible that SDD benefits in the AB 
condition by having more sales (1e, six versus four) than 
the hi-lo tactic For the A'B condition, store image averaged 
4 99 1n the hi-lo store and 4 92 1n the SDD store (t4; = 54, 
p> 10) Again, we observed no significant differences in 
store image across tactics Store image appears to be simular 
for the two tactics when we used the longer 20-week time 
frame as well as when an equal number of promotions were 
employed Moreover, the store 1mage values were similar 
for the AB and A'B hi-lo conditions 

In summary, across Studies 1 and 2, we provided par- 
ticipants with past price information and asked them to 
indicate their future price expectations and anticipated 1nac- 
tion regret to assess the relative likelihood to buy and will- 
ingness to pay for a product when using the SDD versus 
hr-lo pricing tactic Collectively, these two studies revealed 
that SDD generates greater revenue and profit than hi-lo 
pricing and EDLP and has no deleterious effects associated 
with negative assessments of brand or store image More- 
over, we established that SDD appears to be effective for 
both short and long patterns of price promotion and that 
future price expectations and anticipated inaction regret are 
the underlying mechanisms driving these effects Note that 
Studies 1 and 2 used different dependent variables, and we 
did not measure anticipated inaction regret in Study 2, pre- 
cluding a further assessment of the underlying mechanism 
proposed In addition, although Study 1 provided some evi- 
dence against price volatility as a possible explanation for 
the improved performance of SDD, note that though SDD 
had less price volatility than hi-lo (52 3 versus 61 6 stan- 
dard deviations, respectively), this was not the case com- 
pared with hi—lo (47 0) This finding offers further evidence 
that price volatility may not be a feasible alternative expla- 
nation for the results 

Next, 1n Study 3, to further test the generalizability of 
the SDD tactic, we assess the relative effectiveness of SDD 
versus hi-lo pricing by adapting existing industry examples 
of the SDD tactic We provide consumers with the product’s 
regular price and a series of upcoming prices to assess SDD 
in a field setting Study 3 improves on Studies 1 and 2 by 
testing the effectiveness of SDD in an actual consumption 
setting with greater external validity and by using a differ- 
ent presentation of the price promotions 1n an attempt to 
demonstrate another condition in which SDD may be more 
effective than the hi—lo pricing tactic 


Study 3: Field Study 


The site for thus study was an upscale kitchen. appliance 
store that 1s located 1n a small and wealthy suburb of a large 
metropolitan area in the United States (population 
230,000, median age 34 years, median household income 
~$66,000, education level >80% high school, >40% with a 
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bachelor's degree or better, and >16% with a master’s 
degree or better, according to the 2000 census) The product 
category selected was wine bottle stoppers, which are sold 
in the store in different styles for a regular price of $24 95 
We selected this product because of several characteristics, 
such as the store was allowed to offer promotions by the 
manufacturer, the product was fairly popular, and the price 
was not too high, which made the study financially manage- 
able There had been no other promotions 1n the focal cate- 
gory all year In addition, during the promotion periods, all 
other activity in the store (e g, number of salespeople) 
remained constant 


Design and Procedure 


The store used two separate pricing tactics (hilo and SDD) 
during the test period These pricing tactics were alternated 
every week for a period of 30 weeks The average price of 
the product was kept constant between the promotion tac- 
tics In addition, after discussing the procedure with the 
store owner, we determined that customers do not visit the 
store weekly, and thus we decided to run the promotions on 
a weekly basis and to alternate the two tactics 

To be consistent with the similar instances of the com- 
panies mentioned in the introduction (New York & Com- 
pany, Boden Clothing, and Time Warner) and to use dis- 
count sizes consistent with prior research (Grewal et al 
1996), SDD was run at 30% off the first day, 20% off the 
second day, and 10% off the third day Hi—lo was run ın two 
versions (at the same frequency as SDD) three days at 2096 
off and at lower frequency but similar depth as SDD and 
two days at 30% off More specifically, the wine stopper, 
which was regularly priced at $24 95, was discounted under 
the SDD tactic at $17 45, $19 95, and $22 45 before return- 
ing to the regular price Under same-frequency hi-lo, the 
product was discounted at $19 95 for all three days, and 
under same-depth hi—lo, the product was discounted at 
$17 45 for two days and returned to the original price of 
$24 95 on the third day !! The SDD and hi—lo pricing tactic 
stimuli used in Study 3 appear in the Appendix 

Similar to the previous study, by allowing hi—lo to have 
two versions, we can test both the effect of frequency of 
promotion and the depth of promotion. All three conditions 
were run for the same number of weeks (10) and had the 
same average price ($19 95) across the three days As such, 
each tactic was run for 30 days, and sale signs were 
removed during the nonpromotion periods The total store 
sales volume during the 30 promotional periods was similar 
across conditions 


Results 


On average, under no promotion, the store sells 8 wine stop- 
pers during a 30-day period (the length of time that each 
tactic was run) During the same-frequency hi-lo promotion 
period, the store sold 14 wine stoppers at $19 95, during the 
same-depth hi-Jo promotion period, the store sold 13 wine 


!iNote that the same-depth hi-lo was offered for two-thirds of 
the time, the price was $17 45 for two days, and on the third day, 
it was set to the regular price ($24 95) to maintain the same aver- 
age price across all three conditions ($19 95) 


58 / Journal of Marketing, January 2010 


stoppers (10 at $1745 and 3 at $2495), and during the 
SDD promotion period, the store sold 24 wine stoppers (14 
at $17 45, 6 at $19 95, and 4 at $22 45) The product costs 
the store $12 475 and has a 100% profit margin Compared 
with when no promotion 1s offered, same-frequency hi-lo 
increased sales by 75%, same-depth hi-lo increased sales 
by 63%, and SDD increased sales by 200% Importantly, 
the increase 1n sales associated with SDD relative to same- 
frequency and same-depth hi—lo ıs statistically significant 
(tsz = 2 18, p< 05,d= 5T, and ts=24l1,p< 05,d = 63, 
respectively) Thus, H; 1s supported In addition to the sales 
results, compared with when no promotion tactic was 
offered, same-frequency hi-lo led to a 5% increase in profit, 
same depth hi-lo led to a 12% decrease in profit, and SDD 
led to a 55% increase 1n profit Thus, SDD performs better 
than the more established hi-lo pricing tactic In the next 
study, using available scanner panel data, we provide anec- 
dotal evidence that SDD can be an effective pricing tactic 
even in grocery store settings 


Study 4: Dominick’s Finer Foods 
Data 


We performed a final test for SDD by examining the 
Dominick's Finer Foods data sets, which have been widely 
used 1n marketing (Mace and Neslin 2004) These data sets 
include weekly sales volume, price, and profit data at the 
stockkeeping unit (SKU) level from several product cate- 
gories (e g , soft drinks, cereal, analgesics, beer) across 399 
weeks (1989-1997) from Domminick's stores 1n the Chicago 
metropolitan area We begin by examining colas, which rep- 
resent 34 SKUs from the soft drink category To avoid 
aggregation of the data, which could lead to erroneous con- 
clusions about the pricing tactic of each store, we focus our 
analysis 1n the most popular store 

An examination of the data set shows that on some 
(albeit rare) occasions, the store manager was already using 
an SDD pnicing tactic 12 For example, examining the prices 
for two-liter bottles of Pepsi, we observe 14 occasions when 
the price was brought back to the regular level in two or 
more steps For the six-pack of Pepsi 12-ounce cans, we 
observe 12 occasions of SDD These represent approxi- 
mately 14% of the weeks In each of these occasions, no 
major holiday was 1ncluded 1n any of the weeks for SDD or 
hi-lo pricing 

The next step was to find patterns that would enable us 
to compare the revenues of the store when using SDD 
instead of hi-lo pricing patterns For example, for two-liter 
bottles of Pepsi, there was only one such case 1n which the 
patterns were comparable Both patterns begin with the 
same regular price of $1 59, lower the price to the same 
level of $1 09, and eventually return 1t to the regular level 
Note that we were unable to control for other important 
vanables (eg, depth and frequency of sales before the 
examined period) Thus, the results we present here are not 


12However, note that 1t 1s not clear from observing the data that 
the store policy 1s to use SDD We are not able to deduce whether 
this pricing pattern 1s due to a conscious choice by the store 
manager or to other factors (e g , trade deals) 


meant to provide a definitive test of the two tactics Instead, 
these results demonstrate an occasion when SDD was evı- 
denced in the marketplace, thus providing a rough assess- 
ment of its effectiveness 

On this occasion, the price of Diet Pepsi increased from 
its low point of $109 in two intermediate steps ($1 29, 
$149) We compared this trend of price increases with 
prices from a couple of weeks later, when the price of Diet 
Pepsi increased from its low point of $109 directly to 
$159 The average purchase price across the hi—lo promo- 
tion period was $142, and the average purchase price 
across the SDD promotion period was $141 Consistent 
with prior results, consumption of soft drinks 1s positively 
related to atmospheric temperature (Bello and Al-Hammad 
2006, Hays 1999) To make the comparisons as accurate 
and fair as possible, we contacted the National Oceanic and 
Atmospheric Association to obtain daily temperature data 
for the period and location involved ın these tests Because 
SDD actually occurred ın late April and hi-lo occurred in 
the mid-May, the average temperature was higher during 
the hi-lo promotion than during the SDD promotion (69°F 
versus 53°F, p < 01) Thus, the actual test 1s a conservative 
estimate of the effectiveness of SDD The revenue gener- 
ated from SDD during the four-week period was 
$14,846 80, and from hi-lo, 1t was $12,471 00 This repre- 
sents a 19 1% increase 1n revenue and a 25% increase in 
profit from using SDD versus hi-lo. Another example was 
for a six-pack of Pepsi 12-ounce cans The price started at 
$2 79 and dropped to $199 The SDD series brought the 
price back up to $2 79 with one intermediate step ($2 33), 
while the hi-lo practice brought the price back to $2 79 
directly The revenue generated from SDD was $303 08, 
and from hi-lo, ıt was $149 76 This represents a 102% 
increase in revenue from using SDD versus hi-Io during the 
three-week period In addition, SDD generated 43% more 
profit than hi-lo There were no significant differences in 
temperature between the two tactics Thus, we were able to 
find examples of SDD pricing, and it appeared to be effec- 
tive Keeping in mind the limitations we mentioned previ- 
ously, this 1s consistent with the results from the experimen- 
tal studies and the field study we presented 

To get a more reliable measure of the effectiveness of 
the different tactics, we examined all occurrences of the 
same pricing tactic throughout the available data set We 
observed two more occasions of hi—lo with the same previ- 
ously described constraints (same regular price, same low 
price, return to the same regular price, and no prices above 
or below those extremes for a few weeks before the focal 
period of the tactic) !? When we compare the SDD promo- 
tion period with the average hi-lo promotion period (aver- 
age of four promotion periods of the same hi-lo pattern), 
the revenue generated from SDD was 29% higher than the 
revenue generated from average hi-lo. In addition, SDD 
generated 44% higher profit than average hi—lo Finally, the 


I3Note that the regular price and the low price of soft drinks 
changed several times during the span of the seven years included 
in the data set Although the hi-lo tactic was used several times, 
the changes ın the band of price points limited the number of 
testable occasions 


average temperature was higher during the average hilo 
promotion than during the SDD promotion (57?F versus 
53°F, p « 05), making these tests conservative 

To assess whether this evidence of SDD was only a 
single-store phenomenon or whether there were other stores 
employing SDD pricing, we assessed the same four SKUs 
for the next three largest stores 1n the soft drink category 
We found that each of these stores was also practicing SDD 
at some limited level (approximately 10% of the time) with 
similar results We also investigated data from other cate- 
gories (1 e , analgesics, beer, canned soup, cereal, and crack- 
ers) for the largest store (1n terms of sales volume) in each 
category For categories with a few instances (1e, canned 
soup, cereal, and crackers), SDD yielded a significant 
increase in profit over hi-lo (SunBelt Berry Basic cereal 
showed an 8096 increase) These results indicate that the 
SDD pricing tactic may not be category specific Instead, it 
appears that there is some use of this tactic within grocery 
store chains, across stores, and across product categories, 
and 1t appears to be effective 


Discussion 


Summary of Results 


In this research, we set out to determine whether SDD 1s an 
effective tactic because of its 1mpact on consumers' pur- 
chase likelihood based on higher future price expectations 
and increased anticipated inaction regret To assess the 
effectiveness of SDD empirically, we conducted four stud- 
1es The results from these studies suggest that SDD 1s an 
effective alternative to both hi-]o pricing and EDLP Study 
1 found SDD to yield higher revenue than both hi-lo pric- 
ing and EDLP It also provided support for the proposed 
framework in which SDD leads to higher future price 
expectations and anticipated inaction regret, which in turn 
lead to greater likelihood to buy It appears that the 
“steadily decreasing” part of the discount 1s fundamental in 
providing consumers with a signal for higher future prices, 
which encourages them to buy now Study 2 showed that 
SDD leads to higher willingness to pay than hi—lo pricing, 
even when we control the number of promotions Thus, we 
ruled out a frequency-of-promotions explanation (Alba et 
al 1999) Study 2 also provided participants with multiple 
past price points and allowed for a simultaneous compari- 
son between the hr—lo and the SDD tactics In addition, we 
observed no deleterious effects on store or brand image 
across both lab experiments Next, the field study showed 
that SDD yields higher revenue than hi—lo pricing Finally, 
an examination of grocery store scanner panel data revealed 
that SDD may be a more profitable tactic than hi—lo pricing 
The overall results confirm our prediction and 1ndicate that 
SDD generates greater revenue than hi-lo pricing 

In addition, Study 2 tested participants’ likelihood to 
visit a store on the basis of tts pricing tactic The findings 
show that the SDD tactic generated a greater likelihood of 
visiting the store than hi-lo pricing Thus, SDD may benefit 
the retailer by yielding greater revenues and increased store 
traffic Because store traffic was constant ın the field experi- 
ment (Study 3) and was assumed to be constant 1n Study 1, 


Ending a Price Promotion / 59 


the results represent a conservative estimate of SDD’s effec- 
tiveness over hi—lo pricing Finally, Study 4 provides some 
anecdotal illustration from the field regarding grocery prod- 
ucts using a pricing tactic that resembles SDD and shows 
that 1t 1s profitable 


Managerial Implications 


The practices of hi-lo pricing and EDLP are ubiquitous in 
today's retail landscape Managers often discount a product 
for a period and then return the price to 1ts original level all 
at once (hi-lo pricing) For example, managers might regu- 
larly charge $999 for a television, put 1t on sale for $799 for 
a week, and then raise the price back to $999 after a week 
Alternatively, some retail managers choose to employ an 
EDLP tactic and price the television at $919 every week 
Our research supports the use of an SDD tactic, in which 
the television described is discounted to $799, and then 
instead of returning it to 1ts original price all at once, the 
retailer offers at least one additional sale, such as $899 
Higher future price expectations and greater anticipation of 
inaction regret appear to be the underlying mechanisms that 
lead to the effectiveness of the SDD tactic 

The SDD tactic 1s especially relevant given the current 
economic downturn Many marketers have reduced prices 
in an effort to encourage consumers to buy How these mar- 
keters return the prices to their original level as the eco- 
nomic landscape improves can have a great impact on their 
bottom line The research presented here suggests that man- 
agers should highly consider bringing the prices of their 
products back up to their original levels 1n steps instead of 
all at once to take advantage of higher future price expecta- 
tions and greater anticipated inaction regret 


Limitations and Future Research Directions 


This research has a some limitations. First, further research 
could evaluate the effectiveness of SDD 1n choice sets 
involving multiple brands to examine its effect on brand 
switching (Zeelenberg and Van Putten 2005) Second, 
although the results from the field study are encouraging, 
the study included only one product category and was con- 
ducted in one store for a period of 30 weeks Third, study- 
ing the longer-term 1mpact of SDD on store 1mage and 
brand 1mage when using less known or store-branded prod- 
ucts 1s also warranted Fourth, we tested our theoretical 
rationale only 1n Study 1 More evidence regarding the 
underlying mechanisms of future price expectations and 
anticipated 1naction regret 15 warranted Fifth, although we 
assessed price uncertainty 1n Study 2, our measure captured 
participants’ level of certainty (1e, confidence) about their 
price estimates and not the level of certainty about the 
store's future prices from each of the pricing tactics 

Further research 1s also warranted to determine whether 
SDD can be effective for grocery store products, for prod- 
ucts purchased frequently, for products with low price and 
profit margin, or for products varying in their level of 
necessity The examination of the Dominick's scanner panel 
data provides some initial evidence that SDD may prove to 
be effective for grocery store products 
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Prior research by Alba and colleagues (1999) demon- 
strates that for dichotomous price distributions, promotions 
with greater depth result 1n lower price estimates than pro- 
motions offered more frequently but at lower depths More- 
over, their results indicate that for nondichotomous price 
distributions, greater frequency of promotions results in 
lower price estimates than deeper depth However, 1n the 
research presented here, we do not directly compare differ- 
ent depths and frequency of promotions for dichotomous or 
nondichotomous distributions Instead, we compare hi—lo 
pricing, which has a dichotomous price distribution, with 
SDD, which has a nondichotomous price distribution 
Importantly, because of the nature of the SDD tactic, its 
price distribution cannot be dichotomous Future 
researchers are encouraged to examine the condition in 
which hi-lo pricing 1s nondichotomous to compare it with 
SDD From the work of Alba and colleagues, SDD may be 
preferred 1n this instance because it has more frequent pro- 
motions, which lead to lower price estimates 

Lalwani and Monroe (2005) replicate and extend Alba 
and colleagues’ (1999) results and suggest that 1t 1s not only 
the dichotomous versus nondichotomous nature of the price 
distribution that affects the depth and frequency effects but 
also the salience of depth and frequency Future researchers 
are encouraged to examine the relative effectiveness of 
hi-lo pricing versus SDD when the depth of the discount 1s 
larger (e g , reduced from $499 to $299 instead of to $349, 
as 1n our first two studies) Lalwan: and Monroe's results 
suggest that the magnitude of promotions should be more 
salient for a higher-priced product, such as the PDA used in 
Studies 1 and 2, and should result ın a depth effect favoring 
hilo pricing However, with this larger depth of discount, 
the marketer has the ability to offer additional discounts 
before returning the product to 1ts regular price. These addi- 
tional discounts should enhance the frequency effect and 
favor the SDD tactic. Further research needs to disentangle 
these competing effects An evaluation of the depth of the 
discounts and the number of steps may uncover additional 
boundary conditions associated with the effectiveness of 
SDD versus hi-lo pricing 

Moreover, future researchers need to consider the role 
of consumer stockpiling behavior on the relative effective- 
ness of hi-lo pricing versus SDD Mela, Jedidi, and Bow- 
man (1998) show that consumers wait for deep discounts, 
and Ailawadi and colleagues (2007) suggest that consumer 
stockpiling does not necessarily hurt sales We note that in 
Study 3, no consumer purchased more than one wine stop- 
per Future researchers are encouraged to explore these 
stockpiling-related issues regarding the relative effective- 
ness of the hi-lo and SDD pricing tactics 

In addition, this research was restricted to SDD Addi- 
tional research 1s needed to explore the effectiveness of 
using random or uneven decreasing discounts before return- 
ing the product to its original price. Our initial attempt to 
investigate random discounting patterns in Study 1 seems to 
suggest that they are less effective than SDD and not signif- 
icantly different from hi-lo Research also needs to con- 
sider the impact of perceptions of deal frequency and per- 
ceptions of average deal price when determuning the relative 
effectiveness of SDD versus hi-lo pricing (Krishna and 


Johar 1996) In particular, Krishna and Johar (1996) find 
that the greater the perception of deal frequency and the 
greater the perceived average deal price, the greater 1s con- 
sumers’ willingness to pay The importance of these two 
factors on the relative effectiveness of SDD versus hi-lo 
pricing warrants additional research. Research related to the 
1mpacts of the depth of the discount, the duration of the dis- 
count, the number of steps 1n SDD, and the duration of each 
step 1s also warranted Further research could also assess 
the effectiveness of the SDD strategy for categories in 
which capacity management (eg, services) or inventory 
management (e g , perishables) 1s critical Because we stud- 
ied volume herein, further research might also be conducted 
to evaluate the relative impact of hi-lo pricing and SDD on 
the speed with which products are sold 

From a theoretical perspective, this research focused on 
the roles of future price expectations and anticipated 1nac- 
tion regret 1n predicting purchase likelihood Both of these 
constructs are forward looking 1n nature Future researchers 
are encouraged to evaluate the roles of experienced regret 
(Inman and Zeelenberg 2002, Tsiros and Mittal 2000) and 
past prices serving as historical reference prices (Briesch et 
al 1997) as additional predictors of purchase likelihood In 
particular, 1t 1s possible that experienced regret (from miss- 
ing a prior larger sale) influences consumer behavior by 
reducing purchase likelihood (Tsiros 2009) We expect that 
expenenced regret will be lower on average under SDD 
than under hi-lo, especially as the number of steps in 
returning the price to the original level increases as the dif- 
ference between the two consecutive promotions decreases 

Future researchers might also consider the role of past 
prices serving as external reference prices on the relative 
effectiveness of SDD versus hi—lo pricing. For example, for 
a particular set of prices, such as those displayed in Table 1, 
a reference price could be calculated by exponentially 
smoothing a brand’s own shelf prices on previous purchase 
occasions (Kalyanaram and Little 1994, Lattin and Bucklin 
1989) Briesch and colleagues (1997) find this reference- 
pricing model to be predictive This brand-specific reference- 
pricing model could be used to determine the break-even 
smoothing constant (representing the degree to which past 
prices are incorporated into current reference price esti- 
mates) 1n which SDD and hi—lo pricing are equally effec- 
tive This type of research might uncover boundary condi- 
tions associated with when hi-lo is preferred versus when 
SDD 1s more effective, assuming that consumers employ 
past prices to form their reference price estimates Finally, 
another potential boundary condition might be consumer 
expectations for the product price to increase above the 
regular price As we mentioned previously, an assumption 
we made 1n building and testing our conceptual framework 
was that there are well-known and advertised regular prices 
that are steady, and consumers do not expect future prices to 
exceed those levels If this assumption does not hold, SDD 
may not enjoy any benefit over hi-lo, and indeed the rapid 
and large price increment may serve as a strong signal for 
potential price spikes, which may lead to higher purchase 
behavior Note that in both Studies 1 and 2, participants did 
not forecast the price of the PDA to go above its regular 
price ($499) 


In conclusion, SDD may be an effective pricing tactic 
for sellers to employ Evidence from the lab and from the 
field corroborated this assessment We presented and empir- 
ically validated a conceptual framework that provides the 
theoretical underpinnings for SDD’s effectiveness, and we 
provided some potential boundary conditions that might 
limit its application and success We encourage future 
researchers to investigate the effectiveness of SDD and its 
variations 1n diverse settings 


Appendix 


Study 1 Scenario Example: Week 3 of SDD ($499, 
$379, $409) 


Page 1 
Recently you realized that you were having trouble keeping 
track of your schedule and decided to purchase a PDA 

You find a store where you like one of the PDAs avail- 
able It has the features that you desire to better keep track 
of your schedule A week ago, the store had advertised a 
one-week sale and the PDA that normally sells for $499 was 
offered at $379 At that time, you were not looking to buy 
one but you remember the sale On page two of this packet 
1s the store's advertisement for the PDA 


Please take a couple of minutes to look at the 
PDA in the ad on page two before continuing. 


Page 2 Regularly $499 
Today $379 





| Fera nieder EB, PAT 
| D OS UG ke 


HP iPAQ 4155 PDA 
* The pacesetting 1PAQ showcasing Microsoft® Pocket PC Soft- 
ware 2003 
¢ 35” TFT transreflective color display for easy viewing, both 
indoors and outdoors 


* 400MHz Intel® Xscale processor 

* 1PAQ File Store protects critical data 1n nonvolatile storage 
* Integrated Bluetooth, MP3 Stereo 

* 64 MB of RAM for applications, files, music and more 


Last Sunday while out shopping you stopped by the 
store and saw that the store was selling the product at $409 
On page three of this packet 1s the store's advertisement for 
the PDA 
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Please take a couple of minutes to look at the 
PDA in the ad on page three before continuing. 
Page 3 Regularly $499 

Today $409 





uyan eaw na 
3? ast S| A jen T tei 
U Lun s on "Rants h nd 
aromas | ae ea! 
dpt erdg sna r pao 
A uet Ms P ING 


TED j 
E. LO eres erie | pieced mca capt 


i! Ep takter iame 


HP iPAQ 4155 PDA 

* The pacesetting 1PAQ showcasıng Microsoft& Pocket PC Soft- 
ware 2003 

* 35" TFT transreflective color display for easy viewing, both 
indoors and outdoors 

* 400M Ez Intel® Xscale processor 

* iPAQ File Store protects critical data in nonvolatile storage 

* Integrated Bluetooth, MP3 Stereo 

« 64 MB of RAM for applications, files, music and more 


At this time you realize that you have to make a deci- 
sion to either purchase the PDA at the new price or wait for 
another sale or visit another store 


Study 1 Measures 


Purchase likelihood at a given price 
I am the PDA for $409? 
likely to buy 

neither likely or unlikely to buy 
unlikely to buy 





Thought listing 
In the space below, please describe your thoughts that 
led to this decision 


Future price expectations 
What 1s your best estimate of what the price of the PDA 
will be 1 week from now? $ 





Anticipated inaction regret 
1 If I don’t buy the PDA now, I will regret ıt later 


Strongly Agree Strongly Disagree 
7 6 5 4 3 2 1 
Store image 
1 My image of the store ts positive 
Strongly Agree Strongly Disagree 
7 6 4 3 R 1 


62 / Journal of Marketing, January 2010 


2 The store carries high quality merchandise 
Strongly Agree Strongly Disagree 
7 6 5 4 3 2 l 


Brand image 
1 My image of the HP IPAQ 1s positive 


Strongly Agree Strongly Disagree 
7 6 5 4 D 2 1 

2 This HP IPAQ appears to be of quality 
Strongly Agree Strongly Disagree 
7 6 5 4 3 2 1 
Study 2 Additional Measures 

Willingness to pay 


If you were to buy this HP 1PAQ, what is the highest 
price you would pay? $ 





Likelihood to Visit Store 

How likely are you to visit Store A? 
Very Likely Very Unlikely 
7 6 5 4 3 2 l 


How likely are you to visit Store B? 
Very Likely Very Unlikely 
7 6 5 4 3 2 l 


Future price expectation 
What was the most likely price during the week after 
you went away? $ 


Uncertainty of price expectation 
How certain are you about your price estimate? % 
(include a number from 0 to 100) 


Study 3 Stimuli 
SDD 





Chef's Special . 






THREE BIG DAYS TO SAVE! 
AH Glass Wine Stoppers 
Regular price $24.95 










Buy it on March 13th for $17.45 
Buy it on March 14th for $19.95 
Buy 1t on March 15th for $22.45 








THREE BIG DAYS TO SAVE! 
All Glass Wine Stoppers 
Regular price $24.95 










Buy 1t on March 20th for $19.95 
Buy tt on March 21th for $19.95 
Buy tt on March 22th for $19.95 









REFERENCES 

Ailawadi, Kusum L , Karen Gedenk, Christian Lutzky, and Scott 
A Neslin (2007), “Decomposition of the Sales Impact of 
Promotion-Induced Stockpiling,’ Journal of Marketing 
Research, 44 (August), 450-67 

Alba, Joseph W, Carl F Mela, Terence A Shimp, and Joel E 
Urbany (1999), “The Effect of Discount Frequency and Depth 
on Consumer Price Judgments,” Journal of Consumer 
Research, 26 (2), 99-114 

Anely, Dan (1998), “Combining Experiences over Time The 
Effects of Duration, Intensity Changes and On-line Measure- 
ments on Retrospective Pain Evaluations,” Journal of Behav- 
ioral Decision Making, 11 (March), 19-45 

Baron, Reuben M and David A Kenny (1986), “The Moderator- 
Mediator Variable Distinction. in Social Psychological 
Research Conceptual, Strategic, and Statistical Considera- 
tions,” Journal of Personality and Social Psychology, 51 (6), 
1173-82 

Bello, LL and N Al-Hammad (2006), “Pattern of Fluid Con- 
sumption in a Sample of Saudi Arabian Adolescents Aged 12- 
13 Years,” International Journal of Pediatric Dentistry, 16 (3), 
168-73 

Blattberg, Robert C , Richard Briesch, and Edward J Fox (1995), 
“How Promotions Work,” Marketing Science, 14 (3), G122-32 

Briesch, Richard A , Lakshman Krishnamurthi, Tndib Mazumdar, 
and SP Raj (1997), “A Comparative Analysis of Reference 
Price Models,” Journal of Consumer Research, 24 (2), 
202-214 

Buyukkurt, B Kemal (1986), "Integration of Serially Sampled 
Price Information. Modeling and Some Findings," Journal of 
Consumer Research, 13 (3), 357—73 

DelVecchio, Devon, H Shanker Krishnan, and Daniel C. Smith 
(2007), “Cents or Percent? The Effects of Promotion Framing 
on Price Expectations and Choice,” Journal of Marketing, 71 
(July), 158—70 

Desiraju, Romareo and Steven M Shugan (1999), "Strategic Ser- 
vice Pricing and Yield Management," Journal of Marketing, 63 
(January), 44—56 

Dickson, Peter R and Alan G Sawyer (1990), “The Price Knowl- 
edge and Search of Supermarket Shoppers,” Journal of Market- 
ing, 54 (July), 42-53 

Grewal, Dhruv, R Krishnan, Julie Baker, and Norm Borin (1998), 
“The Effect of Store Name, Brand Name, and Price Discounts 
on Consumers’ Evaluations and Purchase Intentions,” Journal 
of Retailing, 74 (3), 331-52 

, Howard Marmorstein, and Arun Sharma (1996), “Com- 
municating Price Information Through Semantic Cues The 
Moderating Effects of Situation and Discount Size,” Journal of 
Consumer Research, 23 (2), 148-55 

Hays, Constance L (1999), “Variable-Price Coke Machine Being 
Tested,” The New York Times, (October 28), C1 

Helson, Harry (1964), Adaptation-Level Theory New York 
Harper & Row 

Hsee, Christopher K , Robert P Abelson, and Peter Salovey 
(1991), “The Relative Weighting of Position and Velocity in 
Satisfaction,” Psychological Science, 2 (June), 263-66 

Inman, J Jeffrey, James S Dyer, and Jianmin Jia (1997), “A Gen- 
eralized Utility Model of Disappomtment and Regret Effects 
on Post-Choice Valuation,” Marketing Science, 16 (2), 97—111 

and Marcel Zeelenberg (2002), “Regret in Repeat Pur- 
chase Versus Switching Decisions The Attenuating Role of 
Decision Justifiability,” Journal of Consumer Research, 29 (1), 
116-28 

Jacobson, Robert and Carl Obermiller (1990), "The Formation of 
Expected Future Price A Reference Price for Forward-Looking 
Consumers," Journal of Consumer Research, 16 (4), 420-31 








Janiszewski, Chris and Donald R Lichtenstein (1999), “A Range 
Theory Account of Price Perception," Journal of Consumer 
Research, 25 (March), 353-68 

Kalwani, Manohar U and Chi Kin Yim (1992), “Consumer Price 
and Promotion Expectations An Experimental Study,” Journal 
of Marketing Research, 29 (February), 90-100 

Kalyanaram, Gurumurthy and John D C Luttle (1994), “An 
Empirical Analysis of Latitude. of Price Acceptance 1n. Con- 
sumer Packaged Goods," Journal of Consumer Research, 21 
(3), 408-418 

Kopalle, Praveen K , Carl F Mela, and Lawrence Marsh (1999), 
“The Dynamic Effect of Discounting on Sales Empirical 
Analysis and Normative Pricing Implications," Marketing Sci- 
ence, 18 (3), 317-32 

Krishna, Aradhna (1991), “Effect of Dealing Patterns on Con- 
sumer Perceptions of Deal Frequency and Willingness to Pay,” 
Journal of Marketing Research, 28 (November), 441-51 

(1994), "The Impact of Dealing Patterns on Purchase 

Behavior,” Marketing Science, 13 (4), 351—73 

and Gita Venkataramam Johar (1996), “Consumer Percep- 
tons of Deals The Biasing Effects of Varying Deal Prices,” 
Journal of Experimental Psychology Applied, 2 (3), 187—206 

Lalwani, Ashok K and Kent B Monroe (2005), “A Reexamination 
of Frequency-Depth Effects 1n Consumer Price Judgments,” 
Journal of Consumer Research, 32 (3), 480—85 

Lattin, James M and Randolph E Bucklin (1989), "Reference 
Effects of Price and Promotion on Brand Choice," Journal of 
Marketing Research, 26 (August), 299—310 

Le Boutiller, John, Susanna Shore Le Boutilher, and Scott A Nes- 
lin (1994), “A Replication and Extension of the Dickson and 
Sawyer Price-Awareness Study, Marketing Letters, 5 (1), 
31-42 

Mace, Sandrine and Scott A Neslin (2004), “The Determinants of 
Pre- and Postpromotion Dips 1n Sales of Frequently Purchased 
Goods,” Journal of Marketing Research, 41 (August), 339—50 

Mazumdar, Tridib, S P Raj, and Indrapt Sinha (2005), "Reference 
Price Research. Review and Propositions," Journal of Market- 
ing, 69 (October), 84—102 

Mela, Carl F, Sunil Gupta, and Donald R Lehmann (1997), “The 
Long-Term Impact of Promotion and Advertising on Consumer 
Brand Choice,” Journal of Marketing Research, 34 (May), 
248-61 

, Kamel Jedidi, and Douglas Bowman (1998), “The Long- 
Term Impact of Promotions on Consumer Stockpiling Behav- 
ior," Journal of Marketing Research, 35 (May), 250-62 

Meyer, Robert J and Joao Assuncao (1990), "The Optimality of 
Consumer Stockpiling Strategies," Marketing Science, 9 (1), 
18-41 

Monroe, Kent B (2003), Pricing Making Profitable Decisions, 3d 
ed New York McGraw-Hill/Richard D. Irwin 

and R Krishnan (1985), “The Effect of Price on Subjec- 
tive Product Evaluations,” ın Perceived Quality How Con- 
sumers View Stores and Merchandise, M Jacob Jacoby and 
Jerry Olson, eds Lexington, MA Lexington Books, 209—232 

Pauwels, Koen, Dominique M Hanssens, and S Siddarth (2002), 
“The Long-Term Effects of Price Promotions on Category Inci- 
dence, Brand Choice, and Purchase Quantity," Journal of Mar- 
keting Research, 39 (November), 421—39 

Sevdalis, Nick, Nigel Harvey, and Michelle Yip (2006), “Regret 
Triggers Inaction Inertia—but Which Regret and How?" The 
British Psychological Society, 45 (4), 839—53 

Simonson, Itamar (1992), “The Influence of Anticipating Regret 
and Responsibility on Purchase Decisions,’ Journal of Con- 
sumer Research, 19 (1), 105-118 

Slonim, Robert and Ellen Garbarino (1999), “The Effect of Price 
History on Demand as Mediated by Perceived Price Expensive- 
ness," Journal of Business Research, 45 (1), 1-14 














Ending a Price Promotion / 63 


Sobel, Michael E (1982), "Asymptotic Intervals for Indirect 
Effects ın Structural Equations Models," in Sociological 
Methodology, S Leinhart, ed San Francisco Jossey-Bass, 
290—312 

Sun, Baohong, Scott A Neslin, and Kannan Srinivasan (2003), 
"Measunng the Impact of Promotions on Brand Switching 
When Consumers Are Forward Looking," Journal of Market- 
ing Research, 40 (November), 389—405 

Taylor, Kimberly A (1997), “A Regret Theory Approach to 
Assessing Consumer Satisfaction,’ Marketing Letters, 8 (2), 
229-38 

Tsiros, Michael (2009), “Releasing the Regret Lock Consumer 
Response to New Alternative After a Sale,” Journal of Con- 
sumer Research, 35 (April), 1039-1059 

and Vikas Mittal (2000), “Regret A Model of Its 
Antecedents and Consequences in Consumer Decision Mak- 
ing,” Journal of Consumer Research, 26 (4), 401-417 

Tykocinski, Orit E and Thane S Pittman (1998), “The Conse- 
quences of Doing Nothing Inaction Inertia as Avoidance of 
Anticipated Counterfactual Regret,” Journal of Personality and 
Social Psychology, 75 (3), 607-616 





64 / Journal of Marketing, January 2010 


and (2001), “Product Aversion Following a 

Missed Opportunity Price Contrast or Avoidance of Antici- 

pated Regret?” Basic and Applied Social Psychology, 23 (3), 

149-56 

7 , and Enn E Tuttle (1995), “Inaction Inertia Fore- 
going Future Benefits as a Result of an Initial Failure to Act,” 
Journal of Personality and Social Psychology, 68 (5), 793-803 

Vanhuele, Marc and Xavier Dréze (2002), “Measuring the Price 
Knowledge Shoppers Bring to the Store," Journal of Market- 
ing, 66 (October), 72-85 

Winer, Russell (1985), “A Price Vector Model of Demand for Con- 
sumer Durables Preliminary Developments,” Marketing Sci- 
ence, 4 (Winter), 74—90 

Zeelenberg, Marcel and Rik Pieters (1999), “Comparing Service 
Delivery to What Might Have Been Behavioral Responses to 
Regret and Disappointment,” Journal of Service Research, 2 
(August), 86-97 

and Maryke van Putten (2005), “The Dark Side of Dis- 

counts An Inaction Inertia Perspective on the Post-Promotion 

Dip,” Psychology & Marketing, 22 (8), 611-22 

















Christoph Fuchs, Emanuela Prandelli, & Martin Schreier 


The Psychological Effects of 
Empowerment Strategies on 
Consumers' Product Demand 


Companies have recently begun to use the Internet to integrate their customers more actively into various phases 
of the new product development process One such strategy involves empowering customers to cooperate in 
selecting the product concepts to be marketed by the firm In such scenarios, it is no longer the company but rather 
its customers who decide democratically which products should be produced This article discusses the first set of 
empirical studies that highlight the important psychological consequences of this power shift The results indicate 
that customers who are empowered to select the products to be marketed show stronger demand for the underlying 
products even though they are of identical quality in objective terms (and their subjective product evaluations are 
similar) This seemingly irrational finding can be observed because consumers develop a stronger feeling of 
psychological ownership of the products selected The studies also identify two boundary conditions for this 
"empowerment-product demand" effect It diminishes (1) if the outcome of the joint decision-making process does 
not reflect consumers' preferences and (2) if consumers do not believe that they have the relevant competence to 
make sound decisions 
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T» a Chicago-based fashion start-up, markets consumers voted at DEWmocracy com to decide on a new 
new T-shirt designs on a weekly basis Unlike many flavor for its soft drink to be sold on a permanent basis, 
other firms, ıt ıs not the company that determines the Dell, where consumers put forth a request for Linux at 
specific designs to be marketed but rather its customers Ideastorm com and Dell responded by providing the Linux 
Threadless has built a strong user community that rates the operating system on certain models in its PC fleet, M&M's, 
attractiveness of new design 1deas online every week, with which succeeded ın recruiting more than ten million con- 
each design evaluated by 1500 users on average The highest- sumers to vote on the new M&M color in 2002, and Fiat, 
rated T-shirts finally make their way to the shelves (Ogawa which successfully launched a new model of the traditional 
and Piller 2006) A similar product selection strategy 1s also Cinquecento car, involving customers from the definition of 
pursued by Muy, a Japanese manufacturer of consumer its design options to the creation of the advertising cam- 
goods Mugi invites its avid customers to evaluate the attrac- paign Even political parties have begun to integrate users 
tiveness of new product concepts, and only concepts that directly into their decision-making processes For example, 
receive a substantial number of customer preorders (“bind- Austria’s Green Party has empowered its user base to 
ing votes") are ultimately integrated into one of ıts product decide democratically on the election posters to be used in 
lines (Ogawa and Piller 2006) upcoming campaigns (Gruene at) 

Similar 1nitiatives have been 1mplemented at companies In contrast to traditional market research, 1n which ad 
across various industries, including Mountain Dew, where hoc input from selected customers 1s not binding on the 


firm, these organizations have systematically empowered 
their customer base In more general terms, they have 
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and Schreier 2010, Kalaignanam and Varadarajan 2006, 
Nambisan 2002, Nambisan and Nambisan 2008, Ogawa 
and Piller 2006, Prahalad and Ramaswamy 2000, Prandell1, 
Verona, and Raccagni 2006, Von Hippel 2005) 

In this article, we argue that this view of empowerment 
1s only one side of the coin, and we aim to tackle ıt from a 
different perspective that goes beyond merely NPD-related 
arguments In particular, we aim to analyze some of the 
psychological consequences for customers who are empow- 
ered to select the products a company should market In 
short, we propose an “empowerment—product demand” 
effect Controlling for the products’ objective quality, we 
hypothesize that empowered customers will show stronger 
demand for the underlying products than nonempowered 
customers Note that we conceptualize the dependent 
variable, “demand,” at the level of the individual customer 
rather than at the aggregate market level, for the sake of 
simplicity, however, we use the term “demand” instead of 
“individual demand " 

At first glance, our prediction seems to conflict with 
standard economic theory because a rational actor should 
not exhibit increased demand when the expected product 
benefit (and, thus, its value) 1s identical However, we pre- 
dict this seemingly irrational effect because the underlying 
products might be psychologically enriched by the cus- 
tomer’s participation in the product selection process 
(empowered customers will assume more psychological 
ownership of the outcome) Across four experiments (n = 
875), we find strong support for our proposed empower- 
ment product demand effect (with demand being measured 
in various ways, including purchase intentions and willing- 
ness to pay [WTP] using real auctions) We also find that 
psychological ownership 1s an appropriate process variable 
because it fully mediates the incremental demand observed 
among empowered customers (Study 2) Finally, we iden- 
tify two important boundary conditions The incremental 
demand diminishes (1) if the outcome of the joint decision- 
making process does not reflect consumers’ preferences 
(Study 3) and (2) if consumers do not believe that they have 
the relevant competence to make sound decisions (Study 4) 


Theory and Hypotheses 


Background and Overview 


In recent years, it has been argued that customers are gain- 
ing power because markets are becoming more transparent, 
competition is increasing, and consumers can easily retrieve 
information about potential suppliers and their products 
from the Web (e g , Harrison, Waite, and Hunter 2006, Pra- 
halad and Ramaswamy 2000) In short, 1t 1s assumed that 
customers are empowered because they have more informa- 
tion and choice This provides increased power 1n relation 
to suppliers, thus affording customers more autonomy (Har- 
rison, Waite, and Hunter 2006, Wathieu et al 2002) From 
an economic perspective, this classic view of empowerment 
1$ perceived as a benefit because consumers’ needs should 
be better satisfied by the marketplace (Kreps 1979) 
Overall, this perspective on empowerment focuses on 
the market level (e g , how many suppliers are in the mar- 
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ket, how accessible the information 1s to consumers) How- 
ever, it does not affect the fundamental nature of inter- 
actions between an individual firm and its customers (firm- 
Jevel perspective) From the latter point of view, power has 
traditionally been concentrated on the supplier side, and 
companies have typically been exclusively responsible for 
deciding which products should be marketed (Samlı 2001) 
Although companies have listened closely to the voice of 
the customer, power and control have been strictly central- 
ized because the companies have ultimately had the final 
word on what should be produced (Pitt et al 2006) 
Consumers do not always accept this imbalance of 
power Indeed, they are frequently observed to complain 
that companies exert too much control over their daily lives, 
and many have begun to strive for more active participation 
in the marketplace (Bernstein et al 2000, Holt 2002) 
Although management scholars have long advocated the 
active 1ntegration of customers as almost "partial employ- 
ees" 1n firms' decision-making processes (Mills and Morris 
1986, Ulrich 1989), empowerment tendencies have only 
recently reached the firm level on a broad basis This shift 
has been facilitated by the Internet, which enables compa- 
nies to build strong communities to integrate thousands of 
customers from all over the world (Ogawa and Piller 2006) 
As we noted previously, the main arguments 1n favor of 
empowerment strategies 1n NPD have so far been tied to the 
"objective" nature of the products (better products at lower 
cost and risk) In addition, scholars have begun to recognize 
that shifting certain types of power to consumers may also 
have “indirect” effects For example, Nambisan and Nam- 
bisan (2008, p 53) point out that empowerment strategies 
can “offer important (and often hidden) benefits beyond the 
innovation outcomes " In a similar vein, Sawhney, Verona, 
and Prandell: (2005) note that empowered customers may 
feel a closer relationship with the underlying products and 
therefore might be more willing to buy them We use these 
ideas as a starting point for our research In what follows, 
we begin by defining the notion of empowerment for our 
research context, and then we develop the proposed 
empowerment-product demand effect 


Empowerment: A Definition 


In line with the previous discussion, Taylor and colleagues 
(1992) distinguish between empowerment under the market 
approach (allowing customers to choose between alterna- 
tives offered by the market) and empowerment under the 
democratic approach Regarding the latter, empowerment 1s 
viewed as a "(co)creative force that structures the possible 
field of interaction and exchange of free agents" (Denegri- 
Knott, Zwick, and Schroeder 2006, p 961) In particular, 
firms might use empowerment as a strategy to give their 
customers a voice in—and an opportunity to change—a 
company's general offerings (Ramanı and Kumar 2008) 
Consistent with this democratic approach, we define 
empowerment as a strategy firms use to give customers a 
sense of control over its product selection process, allowing 
them to collectively select the final products the company 
will later sell to the broader market 

Note that such empowerment-to-select strategies are 
related to but conceptually and practically distinct from 


other Web-enabled strategies, such as mass customization, 
in which every single customer 1s empowered to design his 
or her own product online, which the manufacturer then 
produces to order Here, the company sells one product per 
customer This strategy pays off 1f the extra cost of produc- 
ing single-unit quantities 1s offset by the extra value cus- 
tomized products deliver to customers (Franke, Keinz, and 
Steger 2009, Franke and Piller 2004, Franke and Schreier 
2008) On the one hand, it could be argued that mass cus- 
tomization 1s psychologically more powerful because cus- 
tomers design a unique product themselves, which gives 
them stronger feelings of accomplishment (“I designed 1t 
myself") (Franke, Schreier, and Kaiser 2010) than merely 
voting for the most preferred products from a set of stan- 
dards created by the company On the other hand, the 1ndi- 
vidual solutions are not put into full-scale production, and 
customers do not affect the company’s actions beyond the 
individual transaction We believe that this latter aspect in 
particular might bring about the unique outcomes of 
empowerment-to-select strategies 


The Empowerment--Product Demand Effect 


Our key hypothesis 1s that empowered customers will show 
stronger demand for the underlying products than non- 
empowered customers (measured in terms of WTP and pur- 
chase intentions) We expect this effect to arise even 1f we 
control for the objective properties of the products We also 
assume that there 1s not a certain magic at work that 
changes the consumers' subjective evaluations of the under- 
lying products (1e , that empowered customers evaluate the 
underlying products more favorably than nonempowered 
customers) Instead, this prediction can be derived because 
the underlying products might be psychologically enriched 
by the customer's participation 1n the product selection 
process Empowered customers may take on more psycho- 
logical ownership of the outcome, which in turn might 
increase demand 

First, we assume that empowerment-to-select strategies 
allow customers to experience the feeling of “having an 
impact” (the direct psychological outcome of empowerment 
strategies) Perceived impact refers to the degree to which a 
customer perceives his or her own ability to influence cer- 
tain outcomes (Spreitzer 1995) It 1s plausible that empow- 
ered customers believe that they have a stronger impact on 
a company and its actions than nonempowered customers, 
who have nearly no say in a firm's product selection 
process 

Second, because of customers’ ability to participate in 
the decision-making process (and thus have an impact), we 
expect empowered customers to associate a certain “trophy 
component" with the underlying product (Wathieu et al 
2002, p 301) In particular, increased beliefs of self- 
efficacy (a “can-do” attitude) and increased feelings of 
responsibility might lead to stronger feelings of ownership 
(Pierce, Kostova, and Dirks 2001) This 1s consistent with 
Ulrich (1989, p 24), who argued two decades ago that firms 
that empower customers in NPD (e g , by enabling them to 
help choose the products to be launched) benefit from posi- 
tive psychological outcomes, such as the customers’ 
“immediate commitment to the finished product” This 1s 


also consistent with the literature on empowerment in gen- 
eral When people are allowed to participate actively in 
decision making and perceive that they may influence the 
outcome, the final decisions become "their decisions" 
(Agarwal and Ramaswami 1993, Hunton 1996) In other 
words, people assume psychological ownership of such 
decisions because they are partly responsible for the out- 
come, and this tends to elicit positive feelings (Barki and 
Hartwick 1994, Hui and Bateson 1991) Psychological 
ownership, which may exist 1n absence of legal ownership, 
refers to “the state 1n which individuals feel as though the 
target of ownership or a piece of that target 1s 'theirs"" 
(Pierce, Kostova, and Dirks 2003, p 86) Thus, 1t manifests 
in a certain relationship perceived between an individual 
and an object (1 e , there 1s a psychological link between the 
self and the object, Furby 1978, Pierce, Kostova, and Dirks 
2001) 

Finally, it 1s well established that such feelings of own- 
ership may increase the perceived value of the object 
(“endowment effect", Thaler 1980) This holds true for both 
legal and psychological ownership In short, 1t 15 argued that 
ownership triggers feelings of loss, which leads to a situa- 
tion 1n which sellers demand and buyers pay higher prices 
Peck and Shu (2009) have recently shown that consumers 
who feel a strong sense of psychological ownership of prod- 
ucts exhibit stronger demand for them (measured 1n terms 
of WTP) On the basis of this 1dea, we expect empowered 
customers to show stronger demand for the underlying 
products than nonempowered customers because participa- 
tion 1n the product selection process will induce strong feel- 
ings of psychological ownership 


H, Empowered customers (who participate 1n the new prod- 
uct selection process) will show stronger demand for the 
underlying final products than nonempowered customers 
(who do not participate in the new product selection 
process [measured in terms of WTP and purchase 
intentions]) 

H4, Empowered customers (who participate 1n the new prod- 
uct selection process) will experience higher levels of 
psychological ownership of the underlying final products 
than nonempowered customers (who do not participate 1n 
the new product selection process) 

Hoy The empowerment-product demand effect (Hj) can be 
explained (is mediated) by psychological ownership 
(H3) 


Study 1 


Method 


Design and procedure In Study 1, we test whether 
empowerment leads to higher product demand (Hj) We 
devised a one-factor between-subjects design with one 
experimental and three control groups On the basis of real- 
world examples (Threadless), we chose to study T-shirts as 
the underlying product category A total of 264 undergradu- 
ate students from four parallel classes (1 e , the same subject 
and year of study) at a European university participated 1n 
our experiment The four classes were randomly assigned to 
the treatment group or to one of three control groups 
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At Time 1, participants of all four groups were asked to 
participate 1n a real-world market research study for a new 
foreign fashion brand specializing in T-shirts The brand 
name was not revealed, and participants were 1nformed that 
the outcome of the study would help the company decide 
whether and how it should enter the market 1n question 
Participants were told that one of the unique things about 
this brand 1s that the company can draw on a strong and 
large network of international designers who submit new 
T-shirt designs every week On this basis, the company mar- 
kets five new limited-edition T-shirts per week After 
receiving these concrete and vivid instructions, participants 
were shown five sample T-shirts that had been selected for 
production ın the recent past and then were asked to com- 
plete a short initial questionnaire containing 1tems related to 
their evaluation of the products (based on the five sample 
T-shirts), their overall evaluation of the company, and their 
income We use these control variables to analyze whether 
our randomization procedures were effective If there are no 
related significant differences between groups, we can 
assume that any differences ın the dependent variables can 
be attributed to our manipulation rather than to differing 
sample characteristics 

The initial questionnaire was followed by group- 
specific information (treatment) related to the company's 
process of selecting new T-shirts Participants ın Group 1 
(n = 76) were exposed to the empowerment-to-select treat- 
ment They were informed that the company regularly asks 
its user community to rate the set of potential T-shirts in 
terms of attractiveness Each week, the company markets 
the five T-shirts that receive the best scores Participants 
were then instructed to look at 20 prototype T-shirts (of 
which only 5 would be marketed in the coming week) and 
to participate in the T-shirt rating task In this way, the 
members of Group 1 actively participated in the selection 
process for the next week's T-shirts, they and the commu- 
nity jointly decided which T-shirts would make their way to 
the shelves The 20 T-shirt designs were taken from Thread- 
less and were delivered to the participants on color print- 
outs Participants were instructed to look at all the T-shirts 
first and then to complete the rating questions provided 
immediately after each T-shirt (single-item question on a 
five-point scale 1 = "I do not like this T-shirt at all,’ and 
5 = "I like this T-shirt very much") 

Group 2 (n = 60) was the first control group  Partici- 
pants 1n this group received the same information as those 
in Group 1 (the company fosters selection empowerment by 
asking its user community to rate 20 prototype T-shirts, of 
which only 5 are marketed 1n the ensuing week) However, 
the participants in this group were not empowered to partici- 
pate 1n the selection process (they were not shown the 20 
prototype T-shirts) From a practical perspective, contrast- 
ing Groups 1 and 2 constitutes a realistic comparison. Par- 
ticipants in Group 1 actively participated ın the selection 
process for the new T-shirts (“you and the community 
decide", and participants in Group 2 did not (“the commu- 
nity decides") If our hypothesis ıs correct, we should 
observe higher scores for our dependent variable among 
participants in Group 1 than for those 1n Group 2 (measured 
at Time 2) 
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However, there are alternative theoretical explanations 
for potential differences 1n oui dependent variable (product 
demand) between these two groups Most important, the 
participants 1n Group 1 have seen (and evaluated) the 20 
prototype T-shirts (Time 1), whereas the participants in 
Group 2 have not Theoretically, Group 1 might show 
stronger demand for the underlying products (Time 2), not 
because of the specific empowerment treatment but simply 
because of repetition They have seen the T-shirts before 
(Time 1), and therefore they might like them more because 
of mere exposure effects or increased processing opportuni- 
ties, to name Just two examples (Obermiller 1985) To rule 
out these alternative explanations, we added a third group 
Participants in Group 3 (n = 73) received the same treat- 
ment as those 1n Group 2 but were exposed to the 20 proto- 
type T-shirts ("Now you can have a look at the 20 prototype 
T-shirts, only 5 of which will be produced next week") 
Unlike the participants 1n Group 1, however, they were not 
empowered to participate in the selection process (1e , they 
were not asked to rate the T-shirts) If our theory 1s correct, 
(1) we should observe differences 1n our dependent variable 
between Groups 1 and 3, and (2) we should not observe any 
differences between Groups 2 and 3 This would rule out 
the alternative explanation of potential differences between 
Groups 1 and 2 

Finally, we added Group 4 (n = 55) to allow for a com- 
parison between empowerment to select (Group 1) and tra- 
ditional participation in market research (an which the com- 
pany uses customer input but still has the final word on 
what should be produced) This group 1s an important com- 
plement because research has also shown that mere partici- 
pation in market research may be associated with favorable 
consumer behavior, including increased product demand 
(Borle et al 2007) Thus, an alternative explanation for dif- 
ferences observed between Group 1 and Groups 2 and 3 
might simply be that the company solicits any product- 
related feedback (market research) from participants, not 
the specific empowerment-to-select treatment 

Participants 1n Group 4 were informed that the company 
regularly seeks a great deal of customer input through 
ongoing market research involving its user community, 
which helps the company select the T-shirts to be marketed 
As ın Group 1, participants were instructed to look at the 20 
prototype T-shirts (of which only 5 would be marketed in 
the ensuing week) and to participate in the T-shirt rating 
task Participants looked at all the T-shirts first and then 
completed the rating questions 1mmediately after each T- 
shirt We used the same single-1tem question as 1n Group 1 
The only difference between Groups 1 and 4 1s that partici- 
pants in the former group were aware that they and the 
community would jointly decide which T-shirts should 
make their way to the shelves, whereas participants 1n the 
latter group were aware that their input (together with the 
input from the community) would be used by the company 
but that the company ultimately made the decision (market 
research) Thus, if our predictions hold true, participants in 
Group 1 should perceive that they have a greater impact and 
thus should have a stronger sense of psychological owner- 
ship of the outcome Consequently, they should exhibit 
stronger demand for the relevant products than participants 


in Group 4 This would also be consistent with existing lit- 
erature, which has found that direct (Group 1) but not 1ndi- 
rect (Group 4) participation in decision making increases 
people's sense of impact and brings about favorable behav- 
jor among the populations studied (Rubenowitz, Norrgren, 
and Tannenbaum 1983) 

After the individual treatment, participants in all four 
groups were informed that their input would then be trans- 
ferred to the company and that they would see the new five 
T-shirts to be marketed by the company the following week 
One week later (Time 2), the five new T-shirts were pre- 
sented to participants on color printouts (all groups were 
exposed to the same T-shirts) We opted for a realistic selec- 
tion process by choosing the five designs that received the 
highest scores based on the ratings from Groups 1 and 4 
After inspecting the selected T-shirts, participants were 
asked to complete a short initial questionnaire containing 
items that measure perceived impact (our manipulation 
check of empowerment) and to evaluate the final selection 
of T-shirts Finally, participants were given the opportunity 
to bid on one of the five T-shirts 1n the course of a real auc- 
tion We did this to capture the consumer's demand for the 
underlying products, which we operationalized in terms of 
WTP ın Study 1 


Measures In the first questionnaire (Time 1, before 
treatment), we measured the control variables of product 
evaluations (based on the five sample T-shirts), company 
evaluations, and 1ncome We measured product evaluations 
using two five-point semantic differential scales ("Please 
evaluate these T-shirts") with the anchors "bad" (1) and 
“good” (5) and "dishke" (1) and “hke” (5) (taken from 
Edell and Keller 1989) The alpha for the scale 1s 82 We 
measured company evaluations using the single 1tem "I like 
this company, where 1 = "strongly disagree" and 5 = 
"strongly agree" (Hui, Dubé, and Chebat 1997) Finally, we 
measured income (“How high 1s your disposable income 
per month?") on a six-point scale (1 = <€200, and 6 = 
>€600) 

In the second questionnaire (Time 2, before the bidding 
task), we measured the participants’ product evaluations 
(based on the final five T-shirts) using the same measures as 
in the first questionnaire (œ = 84) We measured perceived 
impact using two items adapted from Spreitzer (1995) (a= 
80) “I see that I have some control ın determining which 
T-shirts will be produced by this company,” and “T have 
some influence in determining which products will be sold 
by this company” (1 = “strongly disagree,’ and 5 = 
"strongly agree") 

Finally, we operationalized product demand as WTP in 
Study 1 and measured it using 1ncentive-compatible BDM 
(Becker, DeGroot, and Marschak 1964) auctions Partici- 
pants were told that they could participate in a real auction 
to win their most preferred of the five new T-shirts, and they 
were instructed to think carefully about their maximum 
WTP for their selection Participants were also informed 
that one week after completion of the study, a random card 
(stating a random price) would be drawn from a prepared 
urn to determine the price to be paid If their bid was higher 
than the price indicated on the card, they purchased the 


T-shirt, but only at the price indicated on the card However, 
1f their bid was lower than the price indicated on the ran- 
domly drawn card, they could not purchase the T-shirt 
Thus, our dependent variable ıs not hypothetical, 1t consti- 
tutes real economic behavior Furthermore, this procedure 
ensures theoretical incentive compatibility Because prices 
are exogenous to participants’ WTP, their dominant strategy 
should be to reveal their "true" maximum WTP To avoid 
anchoring distortion, participants were not informed about 
the price range shown on the cards (Wertenbroch and Skiera 
2002) They were then provided with a fictitious example to 
help them learn the auction procedure Finally, participants 
indicated their chosen T-shirt (of the final five T-shirts 
shown to them at Time 2) and submitted sealed, binding 
bids (confirmed by their signatures, there was no minimum 
or maximum WTP) The participants were not aware of one 
another's bids 


Findings and Discussion 


Control variables We employed a series of analyses of 
variance (ANOVAs), including post hoc tests (least signifi- 
cant difference), to analyze whether groups differ with 
regard to our control variables (see Table W1 1n the Web 
Appendix at http //www marketingpower com/jmjan10) 
First, we find that the four groups did not exhibit significant 
differences in their product evaluations of the sample 
T-shirts, company evaluations, and income (all measured 
before treatment at Time 1) This means that any differences 
in the dependent variables can be attributed to our manipu- 
lation rather than differing sample characteristics 

Second, we find that there are no significant differences 
between groups with regard to the participants’ evaluations 
of the final selection of T-shirts (measured after treatment at 
Time 2) This ıs important because ıt might be argued that 
mere differences 1n taste between the groups resulted 1n dif- 
ferent evaluations of the final T-shirts and may have gener- 
ated differences ın our dependent variable (WTP) More 
important, this finding provides initial evidence that the 
alternative explanations arising from repetition are not at 
play Although the participants in Group 1 had already seen 
(and evaluated) the T-shirts at Time 1, they did not evaluate 
them more favorably than participants in Group 2, who had 
not been exposed to the T-shirts before Similarly, the prod- 
uct evaluations of participants 1n Group 2 are not signifi- 
cantly lower than those of participants ın Groups 3 and 4 
(both of whom had seen the products before) 


Manipulation check Next, we find that our treatment 
was effective because empowerment to select drives the 
consumers’ perceived impact on the company’s product 
selection process (see Table 1) Participants in Group 1 
(“you and the community decide”) reported significantly 
higher levels of perceived impact (M = 3 54) than partici- 
pants in Group 2 (M = 2 83), Group 3 (M = 2 89), and 
Group 4 (M = 2 78) (p < 001, post hoc tests) 


Key findings We find support for H; Empowerment to 
select reinforces the consumer's demand for the underlying 
products, measured 1n terms of WTP (Table 1) Participants 
in Group 1 were willing to bid significantly more for their 
chosen T-shirts (M = 15 41) than participants ın Group 2 
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TABLE 1 
Manipulation Check and Findings (Study 1) 


Group 1 Group 2 Group 3 Group 4 
(n = 76) (n = 60) (n = 73) (n = 55) 
Task (Time 1) e “Select the best o m e “Have a look atthe e “Select the best 
T-shirts” T-shirts" T-shirts" 
e ("You and the e ("The community e ("The community e (“Market research") 
community decide") decides") decides") 
Dependent Variables 
All at Time 2 M (SD M (SD M (SD M (SD 
Perceived impacta 3 54 ( 86) 2 83 ( 88) 2 89 ( 86) 2 78 ( 87) 
WTP® 15 41 (12 72) 9 25 (10 14) 10 33 (12 50) 9 56 (9 18) 


aANOVA F-value = 11 925 (p « 001) 
bANOVA F-value = 4 506 (p< 01) 


(M = 9 25), Group 3 (M = 10 33), and Group 4 (M = 9 56) 
(p < 01, post hoc tests) Because empowerment increases 
WTP by nearly 50%, the size of this effect can be consid- 
ered substantial It 1s also worth noting that there are no sig- 
nificant differences among the three control groups 

Together with the finding that there are no significant differ- 
ences among groups with regard to their evaluations of the 
final T-shirts, we can rule out the alternative explanations of 
higher WTP 1n Group 1 due to repetition or mere market 
research effects Notably, these findings also highlight that 
mere affect-based processes are unlikely to explain the 
main effect on product demand (empowerment — positive 
mood — more favorable product evaluation — higher prod- 
uct demand) 


Study 2 


Objectives and Hationale 


In Study 2, our main objective 1s to test whether the effect 
of empowerment on product demand can be explained by 
psychological ownership (H2, and H») In addition, we arm 
to broaden the set of dependent variables to shed more light 
on the product-related consequences of empowerment It 
has been argued, for example, that "psychological owner- 
ship for a particular target may also promote feelings of 
responsibility that 1nclude feelings of being protective, car- 
ing, and nurturing, and the proactive assumption of respon- 
sibility for the target" (Pierce, Kostova, and Dirks 2003, p 

100) Furthermore, activities such as displaying, talking 
about, and enjoying the products were noted as particularly 
relevant to objects for which people feel strong psychologi- 
cal ownership (see Pierce, Kostova, and Dirks 2003) There- 
fore, we expect that 1f empowerment causes an increase 1n 
psychological ownership of the outcome (1e, the selected 
products), 1t will have a positive 1mpact not only on the con- 
sumer's demand but also on other variables, such as positive 
word of mouth (WOM), consumers' enjoyment of using the 
product, and their willingness to take care of and, 1f neces- 
sary, verbally defend the product ın public We also aim to 
increase the external validity of the findings of Study 1 by 
choosing a more realistic setting (online versus offline), by 
involving a more representative sample (consumer panel 
versus students), and by varying the operationalization of 
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product demand (purchase intentions and hypothetical WTP 
versus WTP using BDM auctions) 


Method 


Design and procedure We again used T-shirts as the 
underlying product category Participants (n = 128) were 
recruited from a European online consumer panel and were 
randomly assigned to groups We devised a one-factor 
between-subjects design with one experimental and one 
control group Similar to Study 1, participants in Group 1 
(n = 65) were exposed to the empowerment-to-select treat- 
ment Group 2 (n = 63)—our control group—was identical 
to the market research group in Study 1 (Group 4) Because 
we did not identify any relevant differences between the 
control groups 1n the previous study, we included only one 
control group in Study 2 We chose this control group 
because ıt constitutes the hardest benchmark for our treat- 
ment group with regard to the main effect on product 
demand 

We employed the same procedures as those used in 
Study 1, with the following exceptions First, as noted pre- 
viously, we carried out Study 2 online (instead of offline) 
Second, participants evaluated 16 T-shirts at Time 1, of 
which the 4 highest-rated T-shirts were selected for presen- 
tation at Time 2 Third, we came back to participants only 
after two weeks These minor changes may provide addi- 
tional insights for the purpose of generalization 


Measures In the first questionnaire (Time 1, before 
treatment), we employed the same measures as previously 
to capture the control variables of product evaluations 
(based on the five sample T-shirts, a = 89), company 
evaluation, and income Because of the different sample, 
however, we changed the anchors for the monthly income 
measure (1 = <€200, and 6 = >€1,800) 

In the second questionnaire (Time 2, after participants 
inspected the final selection of T-shirts), we employed the 
same items from Study 1 to measure the participants’ per- 
ceived impact (manipulation check, a = 69) and product 
evaluations (œ = 84) We measured psychological owner- 
ship using six 1tems (five-point scales, 1 = “strongly dis- 
agree,” and 5 = “strongly agree”, adapted from Van Dyne 
and Pierce 2004, see also Peck and Shu 2009) “Although I 
do not legally own these T-shirts yet, I have the feeling that 


they are ‘my’ T-shirts”, “The selected T-shirts incorporate a 
part of myself", “I feel that these products belong to me”, "T 
feel connected to these T-shirts”, “I feel a strong sense of 
closeness with these products", and “It 1s difficult for me to 
think of these T-shirts as mine” (reversed), a = 95 

As noted previously, we expect that 1f empowerment 
has an effect on psychological ownership, ıt will conse- 
quently affect other product-related outcome variables as 
well Therefore, we also measured the participants’ positive 
WOM intentions, their enjoyment of using the product, and 
their willingness to take care of and, 1f necessary, to defend 
the product in public (all 1tems are measured on five-point 
scales, 1 = “strongly disagree,’ and 5 = “strongly agree") 
We measured positive WOM using three items (adapted 
from Caroll and Ahuvia 2006, œ = 90) “I would recom- 
mend the products ın this collection to my friends," "I 
would ‘talk these T-shirts up’ to others,” and “I would try to 
spread the word about these products" For the other mea- 
sures, we used the following single items “Compared to 
similar T-shirts from other firms, ıt would be more fun to 
wear these T-shirts 1n public", "If I owned one of these T- 
shirts, I would try to take better care of ıt than I normally 
would for similar clothes", and “If someone said something 
bad about one of these T-shirts, I would be more likely to 
defend 1t verbally than other products " 

Because we were unable to employ WTP measurements 
using BDM auctions because of legal restrictions (selling 
products to the panel was prohibited), we measured product 
demand in terms of hypothetical WTP and purchase inten- 
tions We measured WTP using the item “How much would 
you be willing to pay for your favorite T-shirt out of the 
four T-shirts selected?" (Jones 1975) For purchase inten- 
tions, we employed two measures First, we used two five- 
point semantic differential scales ("Imagine you could now 
buy one of these T-shirts Would you be interested 1n buying 
one?") with the anchors "improbable/probable" and 
“unlikely/likely” (taken from Kirmani, Sood, and Bridges 
1999, a= 91, referred to as Measure 1) Second, we used 
the single item developed by Juster (1966) We used the 
preamble “How likely 1s 1t that you would buy one of these 
T-shirts?” (1 = “completely unlikely” [likelihood 1%], and 
10 = “almost certain” [likelihood 999%], referred to as Mea- 
sure 2) 

Finally, we added two 1tems to measure the participants’ 
future loyalty intentions toward the focal company (“My 
loyalty to this firm would be high’, “In the future, I would 
prefer to buy products from this company", 1 = “strongly 
disagree,” and 5 = “strongly agree", based on Reynolds and 
Beatty 1999, œ = 77) We did this to explore whether 
empowerment also influences variables beyond the under- 
lying products (and thus has longer-term effects) 


Findings and Discussion 


Control variables A senes of ANOVAs revealed that 
there are no significant differences between groups with 
regard to their evaluations of the sample T-shirts, company 
evaluations, and income (all measured before treatment at 
Time 1) Second, there are no significant differences 
between groups with regard to the participants’ evaluations 
of the final set of T-shirts (measured after treatment at Time 


2, see Table W2 ın the Web Appendix at http //www 
marketingpower com/jmjan10) 


Manipulation check Next, we find that our treatment 
was effective 1n this context because empowerment to select 
drives the consumers’ perceived impact on the company's 
product selection process (see Table 2) An ANOVA reveals 
that participants in Group 1 (“you and the community 
decide") reported significantly higher levels of perceived 
impact (M = 3 75) than participants in Group 2 (“market 
research", M = 3 10, p< 001) 


Key findings First, we find support for H», (all findings 
are based on ANOVAs, see Table 2) Empowerment to 
select affects the consumer's feeling of psychological own- 
ership of the final set of T-shirts Participants in Group 1 
(“you and the community decide") reported significantly 
higher levels of psychological ownership (M = 2 86) than 
those 1n Group 2 (“market research", M = 2 20, p « 001) 
Second, participants in Group 1 (M = 20 74) indicated that 
they were willing to pay significantly more for the under- 
lying products than participants 1n Group 2 (M = 17 24, p< 
05) Similarly, participants in Group 1 reported signifi- 
cantly higher purchase 1ntentions than participants 1n Group 
2 This holds true for both measures (Measure 1 M = 3 55 
versus M = 3 16, p = 05, Measure 2 M = 5 71 versus M = 
4 65, p « 05) Thus, we replicate the findings from Study 1 
(Hj) Together with the finding that there are no significant 


TABLE 2 
Manipulation Check and Findings (Study 2) 
Group 1 Group 2 Differences 
(n = 65) (n = 63) (ANOVA) 
Task e "Select the — e "Select the 
(Time 1) best T-shirts” — best T-shirts” 
e (“You and the e (“Market 
community research”) 
decide”) 

Dependent 
Variables 
(All at F-Value 
Time 2) M (SD) M (SD) (p-Value) 
Perceived 

impact 3 75 (71) 3 10 ( 98) 18 905 ( 00) 
Psychological 

ownership 2 86 (1 01) 2 20 (102) 13528 ( 00) 
Hypothetical 

WTP 20 74 (893) 17 24 (891) 4 828 ( 03) 
Purchase 

intention 

(measure 1) 355 (1 06) 3 16 (1 20) 3 873 ( 05) 
Purchase 

intention 

(measure 2) 571 (2 48) 4 65 (2 60) 5 414 ( 02) 
Positive 

WOM 3 65 (94) 3 09 (1 09) 9 295 ( 00) 
Fun to wear 374 (1 09) 3 19 (1 16) 7 553 (01) 
Special care 331 (2 18) 2 75 (123) 6 562 ( 01) 
Verbal 

defense 3 12 (123) 2 22 (101) 20458 (00) 
Loyalty 

intention 3 26 ( 87) 2 75 (108) 8 619 ( 00) 
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differences between groups with regard to their evaluations 
of the final T-shirts, these findings again highlight that mere 
affect-based processes are unlikely to explain the main 
effect on product demand 
Third, we find main effects on our alternative dependent 
variables Empowerment to select leads to higher positive 
WOM intentions (Group 1 M = 3 65, Group 2 M = 3 09, 
p « 01) Participants 1n Group 1 versus those 1n Group 2 also 
indicated that they thought 1t would be more fun to wear the 
underlying T-shirt (M = 3 74 versus M = 3 19, p < 01), that 
they would take better care of ıt (M = 3 31 versus M = 2 75, 
p « 05), and that they would be more prepared to defend 1t 
verbally ın public if necessary (M = 3 12 versus M = 2 22, 
p « 001) Finally, we find that empowerment significantly 
affects future loyalty intentions (Group 1 M = 3 26 versus 
Group 2 M=275, p < 01) This suggests that empower- 
ment produces favorable outcomes that go beyond the 
underlying products, a point we address 1n greater detail in 
the “General Discussion” section 
Fourth, we analyze whether psychological ownership 1s 

an appropriate process variable to explain the main effect of 
empowerment on product demand (Hp) and on our alterna- 
tive dependent variables We test this hypothesis using 
analysis of covariance If we run a model without any 
covariates, the treatment effect on WTP 1s significant (p < 
05), as were the ANOVA findings we reported previously 
However, if we add psychological ownership as a covariate 
to the model, the impact of the treatment becomes insignifi- 
cant, and the effect of psychological ownership on WTP 1s 
highly significant (p < 01), suggesting full mediation A 
Sobel test further reveals significant mediation (z = 2 583, 
p < 01) Thus, psychological ownership is an appropriate 
process variable for explaining the effect of empowerment 
on WTP The results are robust if we replace WTP with pur- 
chase intentions (Sobel test for Measure 1 z = 3359, p « 
001, for Measure 2 z = 3 414, p < 001) We also find the 
same pattern for positive WOM (z = 3 454, p < 001) and 
the notions of “fun to wear" (z = 3 696, p « 001), willing- 
ness to take better care of the T-shirt (z = 3281, p « 01), 
and verbal defense of the product (z = 3 191, p < 01) 


Study 3 


Objectives and Rationale 


In Study 3, we address two issues of generalizability related 
to the proposed empowerment-product demand effect (H) 
First, we test this effect in a systematically different product 
category Second, we analyze whether 1t depends on (or 1s 
moderated by) the outcome of the product selection task 

In addressing the first aspect, we assume that the product 
category examined in Studies 1 and 2 (Threadless T-shirts) 
(1) 1s self-expressive or delivers social value (1e, such 
products help communicate the consumer's social 1dentity), 
(2) 1s highly hedonic in nature (1e, purchased predomi- 
nantly for pleasure and to satisfy experiential needs), and 
(3) 1s a category 1n which emotions/feelings are highly rele- 
vant to purchase decisions Can our findings be generalized 
to categories that score lower on those dimensions? (For a 
more detailed discussion, see the “Pilot Study” section in 
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the Web Appendix at http //www marketingpower com/ 
jmjan10 ) To address this question, we chose breakfast cere- 
als as a suitable product category for Study 3, especially 
because the pilot study revealed that cereals score lower 
than T-shirts 1n all three dimensions This product domain 1s 
also worth 1nvestigating because cereals are nondurables, 
meaning that any potential empowerment benefits are short 
lived and may be sunk more quickly after the product 1s 
consumed Finally, inspecting and evaluating new designs 
for T-shirts online may be more involving than choosing 
ingredients for cereal mixes (for which a perfect counterpart 
would be product tasting, which 1s not feasible online) In 
summary, studying such a systematically different product 
domain constitutes a potentially important complement to 
Studies 1 and 2 

Our second aim in Study 3 is to analyze whether the 
effects of empowerment on product demand depend on (or 
are moderated by) the outcome of the product selection 
task In Studies 1 and 2, we opted for a realistic selection 
process (the highest-rated products at Time 1 were selected 
for the collection presented at Tume 2) Thus, on average, 
participants 1n the treatment group (“you and the commu- 
nity decide") saw their choices make ıt to the shelves, in 
other words, tbe general evaluations of the final products 
are relatively high in all groups In reality, however, at least 
a minority of consumers may experience the opposite, that 
1$, the products they rated unfavorably may “win,” or their 
evaluations of the final products may be relatively low (e g , 
due to different preferences within the community) 

In such situations, consumers will most likely develop 
less psychological ownership of the outcome because their 
feelings of responsibility and identification. will be lower 
(“acts of claiming the nonowned as ‘mine’” should be less 
intense, Pierce, Kostova, and Dirks 2003, p 87) This is in 
hne with general psychology literature, which posits that 1f 
an outcome 1s produced jointly, people tend to claim less 
responsibility for a failure than for a success (“my products 
made it”, Wolosin, Sherman, and Till 1973) Thus, it 1s 
plausible that the effects of empowerment on product 
demand will diminish for such consumers because the out- 
come of the joint decision-making process does not reflect 
their 1deas and preferences (Korsgaard, Schweiger, and 
Sapienza 1995) In other words, we expect that 1f the out- 
come of the product selection process does not match the 
participants’ preferences, product demand may not be 
higher among empowered than nonempowered customers 
To explore this 1dea, we manipulate the outcome of the 
empowerment-to-select initiative, with one group exposed 
to the groups’ highest-rated (top) products and one exposed 
to the groups’ lowest-rated (flop) products 


Method 


Design and procedure Jn Study 3, we study breakfast 
cereals as a product category We returned to the laboratory 
environment because we wanted to measure product 
demand using BDM auctions (WTP elicitation method) to 
maximize the generalizability of the main effect previously 
identified Two hundred three undergraduate students from 
four parallel classes at a European university participated ın 
the experiment (classes were again randomly assigned to 


groups) We devised a two-factor between-subjects design 
The two factors we manipulated were participation (“you 
and the community decide" versus “the community 
decides") and the outcome of product selection (highest- 
rated [top] versus lowest-rated [flop] products) 

Participants in Group 1 (n = 59) and Group 2 (n = 50) 
were exposed to the empowerment-to-select treatment 
Group 3 (n = 51) and Group 4 (n = 43) were the equivalents 
of Group 2 1n Study 1 (“the community decides", partici- 
pants were not empowered to participate 1n the selection 
process, and they were not exposed to the products at Time 
1) We chose this control group (rather than the other two 
control groups in Study 1) mainly because any potential 
interaction effects related to the outcome (top versus flop 
products) should be highest 1n this control group (e g, 1f 
flop products are selected, disappointment effects should be 
more similar between the treatment groups and Group 4 
from Study 1, 1e , “market research") 

Otherwise, we employed the same procedures as in 
Study 1 with the following exceptions Furst, participants 
were shown only one sample cereal mix (depicted on a 
color printout with verbal descriptions), which, as they were 
told, had recently been selected for production (before treat- 
ment) Second, at Time 1, participants in the treatment 
groups (Groups 1 and 2) were asked to evaluate 16 proto- 
type cereal mixes (taken from the company MyMuesli com) 
presented on color printouts (with detailed descriptions of 
the ingredients, each mix consisted of two types of grains 
and four additional ingredients [1 e , a combination of fruits 
and nuts]) 

Third, one week later (Time 2), the three new cereal 
mixes were presented to participants For Groups 1 and 3 
(Groups 2 and 4), we chose the three mixes that received 
the highest (lowest) scores based on the ratings assigned by 
Groups 1 and 2 at Tıme 1 (an example of a top [flop] mix 1s 
chocolate cereal mix, corn flakes, macadamia nuts, green 
raisins, coconut rasps, and strawberries [classic corn mix, 
soy flakes, peanuts, raisins, figs, and raspbernes]) Finally, 
participants were given the opportunity not only to bid on 
one of the three cereal mixes 1n the course of real BDM 
auctions but also to participate 1n a behavioral lottery to win 
either one of the cereal mixes or an equivalent amount of 
money (as an alternative measure to capture product 
demand) 


Measures In the first questionnaire (Time 1, before 
treatment), we used the same measures as 1n Study 1 to cap- 
ture the control variables of product evaluations (related to 
the sample cereal mix, & = 88), company evaluations, and 
income In the second questionnaire (Time 2, after partici- 
pants were exposed to the final selection of cereal mixes), 
we measured the participants’ perceived impact (manipula- 
tion check) We employed the same items as 1n Study 1 (a = 

80) 

Following the product evaluation questions regarding 
the three new cereal mixes (œ = 90, same items as in Study 
1), we again measured product demand by means of BDM 
auctions Participants were then given the opportunity to 
participate in another drawing in which they could win 
either their selected cereal mix (from the three mixes pre- 


sented to them at Time 2) or an equivalent amount of money 
(retail price of the cereal mix, including shipping costs) As 
participants were informed, the odds of winning either the 
selected cereal mix or the money would be exactly the same 
for both options Thus, 1f our theory 1s correct, compared 
with participants in the control groups (“the community 
decides”), participants 1n the treatment groups (“you and 
the community decide”) should choose the “win product” 
option more frequently than the “win money” option 


Findings and Discussion 


Control variables We employed a series of ANOVAs 
to analyze whether the groups differ with regard to our con- 
trol variables (see Table W3 in the Web Appendix at 
http //www marketingpower com/jmjan10) Furst, we find 
that the groups did not exhibit significant differences in 
their product evaluations of the sample cereal mix, com- 
pany evaluations, and income (all measured before treat- 
ment at Time 1) This means that any differences in the 
dependent variables can be attributed to our manipulation 
rather than differing sample characteristics 

Second, there are significant differences in the final 
product evaluations (cereal mixes evaluated at Time 2, p < 
10) However, post hoc tests did not reveal significant dif- 
ferences between the two pairs of “you and the community 
decide" and “the community decides” groups (Group 1 ver- 
sus 3, Group 2 versus 4) As 1n Study 1, this finding indi- 
cates that the alternative explanations of potential product 
demand effects are unlikely to be at play As we expected, 
however, there are significant differences between the top 
products (Group | and Group 3 M = 3 36) and the flop 
products (Group 2 and Group 4 M = 2 99) with regard to 
product evaluations (p « 05) This confirms that at Time 2, 
1n general, the most preferred products from Time 1 (top) 
indeed received more favorable evaluations than the least 
preferred products from Time 1 (flop), however, we note 
that they are not disliked completely 


Manipulation check Next, an ANOVA reveals signifi- 
cant differences regarding perceived impact (p < 001, see 
Table 3) Taken together, participants 1n Groups 1 and 2 
(“you and the community decide") reported significantly 
higher levels of perceived impact (M = 3 62) than partici- 
pants 1n Groups 3 and 4 (“the community decides") (M = 
2 82, p < 001) The results are similar 1f we contrast both 
empowerment and nonempowerment comparisons sepa- 
rately (post hoc tests), participants in Group 1 (M = 3 65) 
perceived their own impact more than participants 1n Group 
3 (M = 295, p < 001), and participants in Group 2 (M = 
3 58) perceived a greater impact than participants in Group 
4 (M = 2 66, p< 001) This indicates that empowerment to 
select drives consumers’ perceived impact independent of 
the outcome of the product selection process 


Key findings We also find significant differences 
between the groups regarding WTP (p « 05) (unless other- 
wise indicated, all findings are based on ANOVAs, see 
Table 3) Overall, and in support of H,, participants in 
Groups 1 and 2 (“you and the community decide") were 
willing to bid significantly more for their chosen cereal mix 
(M = 3 96) than participants in Groups 3 and 4 (“the com- 
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TABLE 3 
Manipulation Check and Findings (Study 3) 





Group 1 Group 2 Group 3 Group 4 
(n « 59) (n = 50) (n = 51) (n = 43) 
Task (Time 1) e "Select the best e "Select the best e — . — 
cereal mix" cereal mix" 


e ("You and the 


e ("You and the 


e ("The community e (“The community 


community decide”) community decide”) decides”) decides”) 
Treatment (Time 2) e “Top” products e “Flop” products e “Top” products e “Flop” products 
selected selected selected selected 
Dependent Variables 
(All at Time 2) M (SD) M (SD) M (SD) M (SD) 
Perceived impacta 3 65 ( 86) 3 58 ( 84) 295(84) 2 78 (87) 
WTPb 15 41 (12 72) 9 25 (10 14) 10 33 (12 50) 9 56 (9 18) 
Group 1 Group 2 Group 3 Group 4 
(n = 59) (n = 49) (n = 48) (n = 33) 
Lottery choices Observed frequency Observed frequency Observed frequency Observed frequency 
(expected) (expected) (expected) (expected) 
Cereal mix 53 (43 4) 32 (36 0) 34 (35 3) 20 (24 3) 
Money 6 (15 6) 17 (13 0) 14 (12 7) 13 (8 7) 


aANOVA F-value = 16 033 (p < 001) 
bANOVA F-value = 3 136 (p < 05) 


oy? = 12 773 (p < 01) (all four groups), Y? = 3 447 (p < 10) (Groups 1 and 2 versus Groups 3 and 4), y? = 7 640 (p < 01) (Groups 1 and 3 ver- 
sus Groups 2 and 4), y? = 6 285 (p < 05) (Group 1 versus Group 3), %2 = 188 (p= 67) (Group 2 versus Group 4) 
Notes We did not identify a significant interaction between empowerment (“you and the community decide" versus "the community decides") 
and outcome (top versus flop products) (perceived impact F-value= 815, n s, WTP F-value = 503,ns) 


munity decides") (M = 344, p < 05) With regard to the 
outcome of the product selection process (top versus flop), 
we also find a significant main effect The participants 1n 
Groups 1 and 3 were willing to pay significantly more (M = 
3 96) for the tops (highest-rated products at Time 1) than 
those 1n Groups 2 and 4 (M - 3 43) for the flops (lowest- 
rated products at Time 1) (p « 05) This underscores the 
validity of our method and findings 

However, the results are different 1f we contrast both 
empowerment and nonempowerment comparisons sepa- 
rately Similar to Study 1, post hoc tests reveal that partici- 
pants 1n Group 1 are willing to pay significantly more for 
their chosen cereal mix (M = 4 27) than those ın Group 3 
(M = 3 59, p < 05) (tops) Again, the increase in WTP 1s 
substantial (19%) Consistent with our predictions, how- 
ever, the difference in WIP between Group 2 (M = 3 58) 
and Group 4 (M = 3 25) 1s not significant (flops) These 
findings suggest that the empowerment—product demand 
effect depends on the outcome of the product selection task 

Next, we analyze whether the empowerment-product 
demand effect 1s robust to 11s measurement We exchange 
WTP with the second behavioral measure—the partici- 
pants' decision whether they want to win their selected 
cereal mix or an equivalent amount of money We explore 
this using cross-tab analysis (see Table 3) Among those 
who took part 1n this raffle (n — 189), participants 1n Groups 
1 and 2 (“you and the community decide") were observed 
more frequently than expected to opt for the “win the cereal 
mix” option (observed/expected frequency = 85/79 4) than 
the “win an equivalent amount of money" option (23/28 6) 
In contrast, participants ın Groups 3 and 4 (“the community 
decides") were observed less frequently than expected to 


74 | Journal of Marketing, January 2010 


opt for the "win the cereal mix" option (observed/expected 
frequency = 54 / 59 6) than the “win an equivalent amount 
of money" option (27/21 4) (p « 10) We observe a simular 
main effect for the top versus flop comparison Participants 
in the top groups (Groups 1 and 3) wanted to win their cho- 
sen cereal mix more frequently than participants 1n the flop 
groups (Groups 2 and 4) (p « 01) If we analyze the top and 
flop samples separately, we find similar patterns to those for 
WTP Participants in Group 1 chose to win the cereal mix 
more frequently (53/43 4 for the cereal mix and 6/15 6 for 
the money) than those in Group 3 (34/35 3 for the cereal 
mix and 14/127 for money, p < 05) (tops) In contrast, 
there 1s no significant difference between the observed and 
the expected distributions for Groups 2 and 4 (flops) 


Study 4 


Objectives and Rationale 


In Study 4, we primarily address another potentially 1mpor- 
tant aspect of the generalizability of our proposed 
empowerment-product demand effect (H,) In this study, 
we conjecture that the effect may depend on perceived com- 
petence during the process of the product selection task, that 
is, the effects may diminish 1f consumers do not believe that 
they have the relevant competence to make sound decisions 

Perceived competence refers to feelings of self-efficacy spe- 
cific to the underlying task or to a person's belief 1n his or 
her own ability to perform the activity with skill (Bandura 
1989) Our prediction again rests on the literature related to 
psychological ownership As Pierce, Kostova, and Dirks 
(2003, p 89) note, “the motivation for and the meaning of 


ownership are embedded in an effectance or competence 
motive " If people feel efficacious and competent, they tend 
to develop psychological ownership of the object being 
“influenced” (Pierce, Kostova, and Dirks 2003, Spreitzer 
1995) In other words, psychological ownership will not be 
higher among empowered versus nonempowered customers 
because the lack of perceived competence may hinder feel- 
ings of responsibility It follows that if perceived compe- 
tence 1s low, empowerment may not affect product demand 

To explore this idea, we manipulate the process of 
the empowerment-to-select initiative, with groups being 
exposed to a selection task that induces either high or low 
levels of perceived competence Instead of varying the 
underlying product category, we manipulate the complexity 
of a given product to keep alternative explanations to a 
minimum As in Study 2, we opted for a more realistic 
study approach (online setting, consumer panel) 


Method 


Design and procedure Again, we used cereals as the 
underlying product category, and participants (n = 280) 
were recruited from a European online consumer panel and 
randomly assigned to groups We devised a two-factor 
between-subjects design The two factors we manipulated 
were participation (“you and the community decide” versus 
“the community decides”) and the competence associated 
with the product selection task (high versus low compe- 
tence) Participants in Group 1 (n = 69) and Group 2 (n = 
65) were exposed to the empowerment-to-select treatment 
Group 3 (n = 74) and Group 4 (n = 72) were the equivalent 
of Group 2 1n Study 1 (“the community decides", partici- 
pants were not empowered to participate 1n the selection 
process and not exposed to the products at Time 1) We 
chose this control group again (rather than the other two 
control groups in Study 1) mainly because any potential 
interaction effects related to competence (high versus low) 
should be highest compared with this group (e g , 1f partici- 
pants do not feel competent to perform the product selec- 
tion task, the related effects should be more similar between 
the treatment group and Group 4 from Study 1 [1 e , “market 
research" 

Participants in Groups 1 and 2 evaluated 12 prototype 
cereal mixes, all of which consisted of (1) a constant cereal 
basis (1e , four types of grains, identical among all mixes) 
and (2) a variable mix of four additional ingredients (1e , a 
combination of fruits and nuts, different among mixes) We 
added the constant cereal basis to attain a basic level of 
comparability and similar product evaluations between 
groups We manipulated perceived competence by changing 
the variable mix The participants 1n Group 1 were shown 
mixes consisting of generally known ingredients (eg, 
strawberries, hazelnuts), thus, we assumed that participants’ 
perceived competence to evaluate these alternatives would 
be high (“normal” cereal mixes) At Time 2, participants 1n 
Groups | and 3 were shown the three mixes that recerved 
the highest scores (rating from Group 1 at Time 1) Partici- 
pants in Group 2 were instead asked to evaluate “exotic” 
cereal mixes, with the variable mix consisting of four 1ngre- 
dients (exotic fruits and. nuts) assumed to be less known 
among participants (eg, jackfruit, goj berries) Conse- 


quently, they should feel less competent 1n performing the 
related product selection task At Time 2, participants in 
Groups 2 and 4 were shown the three mixes that received 
the highest scores (rating of Group 2 at Time 1) Otherwise, 
we employed the same procedures as 1n the previous studies 


Measures In the first questionnaire (Time 1, before 
treatment), we used the previous measures to capture the 
control variables of product evaluations (related to the sam- 
ple cereal mix, & = 89), company evaluations, and income 
After participating 1n the product selection task, participants 
in Groups 1 and 2 completed the following three 1tems to 
measure perceived competence (adapted from Menon 2001, 
Spreitzer 1995, œ = 79) “I feel competent enough to select 
the best cereal mixes,” “T feel that I have the relevant knowl- 
edge and expertise to make sound evaluations,” and “I had 
difficulties evaluating the cereal mixes properly" (reversed) 
(1 = "strongly disagree," and 5 = “strongly agree") 

In the second questionnaire (Time 2, after participants 
were exposed to the final selection of cereal mixes), we 
employed the same measures as 1n the previous studies to 
capture the participants’ perceived impact (à = 78) and 
product evaluations regarding the three new cereal mixes 
(a = 74) As in Study 2, we decided to measure product 
demand ın terms of hypothetical WTP and purchase inten- 
tions because we could not employ WIP measurements 
using BDM auctions because of the panel’s restrictions We 
employed the same two measures of purchase intentions as 
in Study 2 (Measure 1 two-item scale [a = 88], Measure 2 
single item), but we changed the WTP measure slightly 
Most important, we altered 1t from absolute terms (“How 
much would you pay?") to relative terms ("Imagine you 
could buy a very similar cereal mix from another company 
Would you be prepared to pay more or less compared to a 
cereal mix from this collection?" 1 = >30% [more than 30% 
more], 7 = <30% [more than 30% less]) (adapted from 
Chittun, Raghunathan, and Mahajan 2007) We did this to 
capture the incremental value of or the demand for the 
underlying cereal mix compared with similar cereal mixes 
from other companies (incremental WTP) 


Findings and Discussion 


Control variables We employed a series of ANOVAs to 
analyze whether the groups differed with regard to our con- 
trol variables (see Table W4 1n the Web Appendix at 
http //www marketingpower com/jmjan10) First, we again 
find that the groups did not exhibit significant differences 
with regard to their product evaluations of the sample cereal 
mix, company evaluations, and 1ncome (all measured before 
treatment at Time 1) Second, there are no significant differ- 
ences 1n the final product evaluations (1e, the cereal mixes 
evaluated at Time 2) As ın the previous studies, this finding 
provides evidence that the alternative explanations for 
potential product demand effects are unlikely to be at play 


Manipulation check Next, an ANOVA reveals that the 
manipulation of competence was effective, participants in 
Group 1 (M = 4 44) felt significantly more competent in 
evaluating the normal cereal mixes than participants in 
Group 2 (M = 345, p < 001) felt when evaluating the 
exotic cereal mixes (Time 1, see Table 4) Furthermore, we 
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TABLE 4 
Manipulation Check and Findings (Study 4) 


Group 1 Group 2 Group 3 Group 4 
(n = 69) (n= 65) (n= 74) (n = 72) 
Task (Time 1) e "Select the best e “Select the best . — e — 
cereal mix" cereal mix" 
e ("You and the e ("You and the e ("The community o (“The community 
community decide”) community decide”) decides”) decides”) 
Cereal mixes e "Normal e “Exotic” e "Normal" e "Exotic" 
Dependent Variables 
(Ali at Time 2) M (SD) M (SD) M (SD) M (SD) 
Perceived competencea 4 44 ( 56) 3 45 ( 85) — — 
Perceived impact? 3 76 ( 99) 3 62 ( 84) 2 81 (1 12) 3 01 (1 09) 
Incremental WTPc 4 65 (124) 4 49 (1 15) 4 23 ( 90) 4 19 ( 76) 
Purchase intention 
(Measure 1)d 4 15 ( 96) 3 78 (1 01) 3 66 (1 06) 3 59 (1 16) 
MOr TASE MENUON 7 43 (2 18) 6 48 (2 24) 6 55 (2 38) 6 00 (2 53) 


(Measure 2)e 


aANOVA F-value = 64 595 (p < 001) 
DANOVA F-value = 14 213 (p < 001) 
CANOVA F-value = 3 214 (p < 05) 
JANOVA F-value = 3 994 (p < 01) 
8ANOVA F-value = 4 572 (p < 01) 


Notes We did not identify a significant interaction between empowerment ("you and the community decide" versus "the community decides") 
and competence (normal versus exotic cereal mixes) (perceived impact F-value = 2 026, incremental WTP F-value = 259, ns, pur- 
chase intention measure 1 F-value = 1 515, n s, purchase intention measure 2 F-value = 520,ns) 


find significant differences in perceived impact (p « 001) 
Taken together, participants 1n Groups 1 and 2 (“you and 
the community decide") reported significantly higher levels 
of perceived 1mpact (M = 3 69) than participants 1n Groups 
3 and 4 (“the community decides", M = 2 91, p < 001) The 
results are similar if we contrast both empowerment and 
nonempowerment comparisons separately (post hoc tests), 
participants in Group 1 (M = 3 76) perceived a greater 
impact than participants in Group 3 (M = 2 81, p < 001), 
and participants in Group 2 (M = 3 62) perceived a greater 
impact than participants in Group 4 (M = 3 01, p < 001) 
This indicates that empowerment to select drives perceived 
impact independently of percerved competence 1n the prod- 
uct selection process 

Key findings We also find significant differences 
between groups regarding mcremental WTP (p < 05, all 
findings are based on ANOVAs, see Table 4) Overall, par- 
ticipants in Groups 1 and 2 (“you and the community 
decide") indicated that they would be willing to pay signifi- 
cantly more for one of the final selected cereal mixes com- 
pared with similar cereal mixes from other companies (M = 
4 57) than participants in Groups 3 and 4 (“the community 
decides") (M = 421, p < 01) We find similar results for 
both measures of purchase intentions (Measure 1 M = 3 97 
versus M = 362, p < 01, Measure 2 M = 699 versus M = 
6 28, p « 05) Taken together, these findings again support 
Hy 

However, the results are different 1f we contrast both 
empowerment and nonempowerment comparisons sepa- 
rately Whereas post hoc tests reveal significantly higher 
means for incremental WTP ın Group 1 (M = 4 65) than in 


76 / Journal of Marketing, January 2010 


Group 3 (M = 4 23, p < 05, normal cereal mixes), the cor- 
responding difference between Groups 2 and 4 1s not sig- 
nificant (M = 449 versus M = 419, ns, exotic cereal 
mixes) We observe the same patterns for the two measures 
of purchase intentions (Measure 1 Group 1 M = 4 15 ver- 
sus Group 3 M =3 66, p < 01, Group 2 M = 3 78 versus 
Group 4 Mz359,ns, Measure 2 Group 1 M = 7 43 ver- 
sus Group 3 M = 6 55, p < 05, Group 2 M = 6 48 versus 
Group 4 M = 600, ns) Overall, this supports our predic- 
tion that the empowerment-product demand effect depends 
on the perceived competence during the product selection 
process (1e, the effect duminishes 1f consumers do not 
believe that they have the relevant competence to make 
sound decisions) 


General Discussion 


Summary and Managerial Implications 


In this article, we analyze the psychological consequences 
of empowerment-to-select strategies In the course of four 
studies, we find that though participants’ product evalua- 
tions are identical, those who are empowered to select the 
products to be marketed exhibit stronger demand for the 
underlying products than those who are not empowered to 
do so (measured ın various ways, including purchase inten- 
tions and WTP based on real auctions) This effect can be 
observed because customers assume more psychological 
ownership of the selected products The managerial impli- 
cations of our findings are straightforward In exchange for 
giving up a certain degree of power to consumers, compa- 


nies can not only reduce the risks associated with new prod- 
ucts but also benefit from increased demand 

These findings also highlight the notion that such 
empowerment strategies might constitute a promising alter- 
native to other Web-enabled initiatives, such as mass cus- 
tomization. Research 1n that field has shown that customers 
are willing to pay substantially more because “customized 
products create higher benefits for customers than standard 
products because they deliver a closer preference fit" 
(Franke, Keinz, and Steger 2009, p 103) Notably, and ın 
contrast to our findings, those scholars find that custom1za- 
tion boosts individual demand (WTP) and product evalua- 
tions This may be attributed to the notion that self-design 
(versus empowerment to select) allows for the highest level 
of preference fit as well as feelings of accomplishment from 
having designed a custom product oneself (Franke and 
Schreier 2008, Franke, Schreier and Kaiser 2010) In prac- 
tice, however, this will depend heavily on the firm's ability 
to respond to customers’ individual preferences, which 
means that the benefits of customization always come at the 
cost of producing single-unit quantities If the extra benefit 
does not outweigh the extra cost (e g , due to the complexity 
of production), empowerment to select may be preferable to 
mass customization 

Furthermore, we find that the empowerment-product 
demand effect depends on the outcome of the product selec- 
tion task In other words, the effects diminish if the outcome 
of the joint decision-making process does not reflect the 
consumers' preferences In light of this finding, companies 
may benefit 1n particular from psychological product 
demand effects 1f consumer preferences within a market or 
market segment are relatively homogeneous (1e , most con- 
sumers will see "their" products win) In contrast, the frac- 
tion of consumers with increased product demand will be 
smaller 1f consumer preferences are highly fragmented (1e, 
most consumers will see winning products that they do not 
prefer, 1n such situations, mass customization may be a 
preferable strategy) However, our findings also suggest that 
no negative product demand effects can be expected 1n the 
latter case (empowered customers do not demand the prod- 
ucts less than nonempowered customers), though a stronger 
test using a highly involving product category and truly 
"dishked" flop products would be necessary to conclude 
this with certainty 

We also find that the empowerment-product demand 
effect depends on perceived competence during the product 
selection task (1e , the effects diminish 1f consumers do not 
believe that they have the relevant competence to make 
sound decisions) This finding has clear implications Com- 
panies may be more likely to benefit from psychological 
product demand effects 1f their (potential) customers are 
competent enough to be empowered In other words, 
empowerment will be most beneficial in product categories 
in which broad parts of the consumer population have a 
sound level of knowledge, consumers can easily compare 
different product concepts, and such tasks can be carried 
out online 

Beyond the specific benefits we discussed, managers 
should consider the potential drawbacks of empowerment 
For example, what 1f customers participating in such mitia- 


tives do not closely reflect the larger target market? In such 
a situation, the products selected by empowered customers 
may not be the “right” products for the rest of the market 
This problem may be especially severe for more complex 
and technical products because few consumers will be 1nter- 
ested ın empowerment 1f they do not understand the prod- 
ucts well in the first place This would imply that only a 
small fraction of highly knowledgeable, leading-edge con- 
sumers will participate Compared with a large and more 
representative set of participants, the likelihood of matching 
the preferences of the general market may be clearly lower 
Conversely, this does not constitute a flaw from the outset, 
because 1t may be that such lead users foreshadow general 
demand (Franke, Von Hippel, and Schreier 2006, Urban and 
Von Hippel 1988) In either case, the small number of par- 
ticipants ın such a context would also reduce the overall 
magnitude of the effects we report herein 

Another drawback 1s that empowerment firms lose a 
certam degree of power 1n decision making This may have 
severe consequences if, from the company's perspective, 
customers “do not get it nght" For example, a company’s 
user community may develop a certain "aesthetic" (1e, a 
strong sense of what they want) over time, thus leaving lit- 
tle room for more radical shifts and changes—like “a 
school of fish moving 1n a particular direction" (from an 
interview with one of the founders of Threadless, qtd in 
Walker 2007, p 1) 


Limitations and Further Hesearch 


Several limitations and promising areas for further research 
warrant discussion 1n this context. First, our experiment was 
framed around an unknown brand, and therefore we are 
confident that our findings will also hold for start-up com- 
panies m particular Further research should analyze 
whether and how our findings can be extended to estab- 
lished brands On a related note, it might be worthwhile to 
explore the extent to which the size of the community influ- 
ences empowerment effects Intuition suggests that the size 
could be negatively related to perceived impact (e g , a per- 
son will perceive a greater impact 1f only he or she and a 
few others decide) However, the contrary might also be 
true, consumers may feel and appreciate being part of a 
larger and more 1mportant movement 

Second, it would be worthwhile to analyze how empow- 
erment effects change over time In this context, the degree 
to which the outcome meets the consumer's preferences 
might be a moderator As noted previously, we did not find 
an interaction effect between empowerment and outcome 
(top versus flop) on perceived impact, nor did we find a 
related negative effect on product demand 1n our setting We 
still believe that such effects could arise, at least 1n the long 
run As 1n the case of repeated negative experiences during 
political elections, customers may get frustrated and lose 
the perception of "really" having an 1mpact on the final out- 
come if they are always “wrong” (Kanazawa 2000) Conse- 
quently, over time, the product demand effect may not only 
diminish but also become negative as a result of certain dis- 
appointment effects 1n the case of repeated weak matches 
between a consumer's individual preferences and those of 
the community Important variables to consider here might 
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also 1nclude the degree to which consumers really remem- 
ber their specific chosen product concepts from Time 1 to 
Time 2 (to determine whether their choices made ıt to the 
shelves) and the perceived variance 1n the original choice 
set (to determine whether nonpreferred concepts suffi- 
ciently resemble their preferred concepts) 

Third, ıt would be worthwhile exploring whether 
empowerment also affects other marketing variables that 
are not tied to the underlying products As a start 1n that 
direction, we found that empowerment also increased con- 
sumers' future loyalty intentions This indicates that there 


may be more general effects on the customer-company 
relationship If this holds true, ıt may be useful to extend 
and contrast the related 1mplications of empowering cus- 
tomers to select the products a company should market to 
other consumer-relevant decision-making processes, such 
as the selection of advertising campaigns or targets for cor- 
porate social responsibility activities Scholars pursuing this 
line of research will help enhance the understanding of 
empowerment strategies, which 1n turn will 1nform man- 
agers more fully about the endunng and long-term conse- 
quences of shifting power to consumers 
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Eric A. Yorkston, Joseph C. Nunes, & Shashi Matta 


The Malleable Brand: The Role of 
Implicit Theories in Evaluating Brand 
Extensions 


This research documents how implicit theories regarding personality traits (whether they are deemed to be fixed or 
malleable) affect consumer inferences about the malleability of a brand's personality traits and, thus, its ability to 
extend into new categories Study 1 documents that consumers who believe that traits are malleable (incremental 
theorists) are more accepting of brand extensions than consumers who believe that traits are fixed (entity theorists) 
These results hold whether implicit theories are measured or manipulated. Study 2 reveals how implicit theories 
affect consumers’ perceptions regarding the flexibility of a brand's personality traits and not its physical traits Study 
3 demonstrates that consumers primed with different implicit theory orientations respond differently to varying 
degrees of change within a single trait This study tests the limits of the effect and demonstrates the impact of using 
primes embedded within standard marketing communication 


Keywords brand extensions, brand personality, branding, implicit theories, marketing communication 


assets of a firm (Keller 1993) A significant part of a 

brand's value or brand equity comes from its contri- 
bution 1n launching new products (Smith and Park 1992) 
With the cost of 1ntroducing an entirely new brand often 
being prohibitively high, brand extensions represent a 
strategic tool marketing managers use to exploit that asset, 
it 1s estimated that as many as eight of every ten new product 
introductions are brand extensions (Ourusoff et al 1992) 
Yet brands are complex entities, and some extensions are 
inexplicably more successful than others Not surprisingly, 
the extent to which a given brand transfers successfully 1nto 
various other categories has generated high levels of mana- 
gertal and academic interest (Desar and Keller 2002) 

Many factors determine the extent to which consumers 
will embrace a brand extension One widely recognized fac- 
tor is the degree of “fit” between the extension and the par- 
ent brand (Gurhan-Canl: 2003, Volckner and Sattler 2006) 
We focus on perceptions of fit because prior research has 
indicated that categorization judgments and the transfer of 
parent brand associations are particularly affected by con- 
sumers’ perceptions of fit (Morrin 1999) Researchers 
exploring perceived fit have relied on a variety of measures, 
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including feature-based or attribute-based similarity (Aaker 
and Keller 1990, Boush and Loken 1991, Loken and John 
1993, Van Osselaer and Alba 2003, Zhang and Sood 2002), 
brand-specific associations (Broniarczyk and Alba 1994), 
and goal congruency (Austin and Vancouver 1996, Martin 
and Stewart 2001) Fit has also been explored at the cate- 
gory level When the extension category 1s the same as or 
similar to the parent category and the fit 1s high, an affect 
transfer process 1s believed to occur such that extension attı- 
tudes are likely to be based on attitudes toward the parent 
brand (Aaker and Keller 1990, Boush and Loken 1991, 
Keller and Aaker 1992, Kirmani, Sood, and Bridges 1999, 
Park, Milberg, and Lawson 1991) When the categories 
vary, researchers have compared extensions and the parent 
brand's existing product classes by assessing whether they 
can share the same usage context, can serve as substitutes 
for each other, and can use the same manufacturing skills 
accrued by the firm (Aaker and Keller 1990, Park, Milberg, 
and Lawson 1991) 

While much 1s known about how brand, product, cate- 
gory, and firm differences affect brand extensions, consider- 
ably less 1s known about the effect of consumer-level differ- 
ences on perceived fit and brand extension success In this 
research, we examine the impact of a significant consumer- 
based difference— "implicit theory" of the self—on con- 
sumers' perceptions of brand extension fit A growing lit- 
erature 1n psychology supports the notion that people have 
implicit theories about the malleabihty of their own person- 
ality traits and that these implicit theories affect the infer- 
ences they make when judging the traits of others (Dweck, 
Chiu, and Hong 1995b) As such, people tend to adopt one 
of two theories Father traits are dispositional, fixed entities 
that cannot change (entity theorists), or traits are situational, 
dynamic, and able to change with time and effort (ncre- 
mental theorists) If implicit theories determine whether a 
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person's personahty traits are considered fixed or malleable, 
we expect them to do the same with regard to the personal- 
ity traits of a brand 

Brand personality refers to the “set of human character- 
istics associated with a brand” (Aaker 1997, p 347) Brand 
research has emphasized the impact of brand personality on 
product evaluation through the endowment of human char- 
acteristics and traits These brand personality traits have 
been distinguished from the more utilitarian function 
implied by tangible, product-related attributes (Aaker 1997, 
Keller 1993) Aaker (1997) developed and validated a 
framework to describe and measure what she found to be 
the 42 traits that constitute the five core dimensions of 
brand personality sincerity, excitement, competence, 
sophistication, and ruggedness A significant stream of 
empirical work using Aaker’s framework has emerged, sup- 
porting its use as a valid measure of the brand personality 
construct (Diamantopoulos, Smith, and Gnme 2005) 

If consumers imbue brands with human personality 
(Aaker 1999) and people make inferences about the traits of 
others based on their implicit theories of the self, we expect 
consumers to make similar inferences about the traits of 
brands In other words, entity theorists, who view personal- 
ity as fixed, should be less accepting of a brand’s ability to 
change Therefore, we expect entity theorists to be less 
accepting of a brand’s attempts to extend into a new, dis- 
similar category than incremental theorists, who view traits 
as more flexible This occurs when the brand’s positioning 
in the new category 1s incongruent with its personality We 
test these predictions and their implications directly By 
doing so, this work offers several valuable insights into 
understanding the evaluation of brand extensions and the 
role of brand personality and implicit theories ım this 
process 

We organize the rest of this article as follows The next 
section outlines the relevant research on brand extensions 
This 1s followed by a brief introduction to implicit theories, 
along with a discussion of how this particular consumer- 
level variable can affect perceptions of brand personality 
and, in turn, brand extensions We then propose and test 
specific hypotheses about the nature of the effect and the 
process involved across a series of studies In Study 1, we 
document how consumers who believe that traits are mal- 
leable (incremental theorists) are accepting of a broader set 
of brand extensions than consumers who believe that traits 
are fixed (entity theorists) We also demonstrate how 
implicit theories can be situationally activated and, thus, 
potentially useful as a managerial tool In Study 2, we 
examine the underlying process This study reveals how 
implicit theones affect judgments by influencing the extent 
to which a change 1n the brand’s personality rather than a 
change 1n the brand’s attributes or physicality 1s acceptable 
In Study 3, we use advertising text as a less obtrusive prime, 
which increases the external validity and robustness of our 
results In addition, we show how implicit theories deter- 
mine the degree of change that ıs acceptable along a single 
dimension of brand personality We conclude by discussing 
managerial implications and several limitations of this work 
before proposing opportunities for further research 


Brand Extension Research 


During the past 15 years, more than 50 studies have been 
published on brand extensions in the marketing literature A 
broad classification of the main research streams can be 
made based on research that has investigated the 
antecedents, process, and consequences of brand extension 
evaluation The research examining antecedents and the - 
process of brand extension evaluation can be further classi- 
fied into (1) research on various conceptualizations of per- 
ceived fit or similarity, (2) studies of the effects of context 
variables, (3) studies of communication strategies for brand 
extension success, and (4) investigations of consumer-level 
differences Our research explores consumer-level differ- 
ence—1mplicit theories of the self—and its affect on per- 
ceptions of brand extension fit 

To date, studies of consumer-level differences have 
focused on four key variables motivation, expertise, innov- 
ativeness, and (most recently) self-construal Previous 
research has found a moderating effect of motivation on the 
transfer of both knowledge and affect from a parent brand 
to an extension and, thus, brand extension fit (Gurhan-Canli 
and Maheswaran 1998) Under high-motivation conditions, 
consumers engage in elaborate cognitive processing and 
consider information about the extension ın a piecemeal 
way In contrast, under low-motivation conditions, cognitive 
processing 1s less elaborate and more categorical, and there- 
fore greater transfer of affect occurs between the parent 
brand and the extension. Expertise has also been shown to 
moderate the effect of brand associations, brand affect, and 
fit on brand extension attitude (Broniarczyk and Alba 
1994) Experts' evaluations are based on the processing of 
product-related associations, whereas those of novices are 
based on perceptions of fit and attitude toward the brand 
The third consumer-level variable already studied has been 
labeled consumer 1nnovativeness and product adoption ten- 
dency (Klink and Smith 2001) Early adopters have been 
shown to be less sensitive to msk Consequently, perceived 
fit is less 1mportant 1n their evaluation of an extension than 
it 1$ for late adopters Finally, more recently, Ahluwalia 
(2008) has explored how consumers who have a more inter- 
dependent self-view (1e, more flexible view of relation- 
ships) may more easily uncover relationships between an 
extension and its parent brand, fostering perceived fit The 
findings suggest that consumers who are high 1n interdepen- 
dent self-construal, or “relational thinkers,’ view brand 
stretches more positively but only when they are motivated 
to employ their superior relational abilities to unearth con- 
nections By studying the impact of implicit theories on the 
evaluation and acceptability of brand extensions, we intro- 
duce a fifth essential consumer-level variable into the mix 


Implicit Theories of the Self 


The role of implicit theories of the self 1n the interpretation 
and understanding of human behavior 1s gaining increasing 
acceptance among cognitive and social psychologists 
Dweck, Chiu, and Hong (1995b) identify two distinct 
implicit theories that refer to assumptions people make 
about the malleability of personality, intelligence, and 
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morality and have been shown to influence a variety of 
Judgments about the self and about others 

Research in this area has consistently found that entity 
theorists believe that ability, intelligence (Butler 2000), and 
moral character (Chiu et al 1997) are fixed, whereas incre- 
mental theorists believe that these aspects can change For 
example, entity theorists are likely to believe that intelli- 
gence is a fixed trait, and though people can learn new 
things, their underlying intelligence remains the same In 
contrast, incremental theorists are likely to believe that 
people can become more intelligent through their efforts 

People call on their implicit theories regarding personal- 
ity traits to 1nterpret, explain, and predict human behavior 
(Hong, Levy, and Chiu 2001) In other words, entity theo- 
rists believe that knowing a person's traits can lead to confi- 
dent predictions about that person's behaviors in new situa- 
tions and knowing how a person behaved 1n the past can 
lead to confident inferences about this person's traits Con- 
versely, incremental theorists are less prone to such rapid, 
global evaluations For them, really knowing a person 
would involve seeing him or her repeatedly (Dweck, Chiu, 
and Hong 1995b) In other words, entity theorists rely on 
initial trait information when making causal attributions or 
subsequent Judgments, whereas incremental theorists focus 
less on dispositional factors and more on psychological or 
behavioral mediators, such as the person’s needs, emotions, 
goals, or intentions A significant outcome of these diver- 
gent viewpoints 1s that prior beliefs remain more stable for 
entity theorists than for incremental theorists, with the for- 
mer being more likely to construe a purported personality 
change negatively 

The notion of brand personality ascribes human charac- 
teristics to brands on the basis of the premise that brands 
can have personality traits 1n. much the same way as 
humans Plummer (1985) argues that brand traits can be 
formed by direct or indirect contact with the brand In the 
direct way, brand personality 1s formed by the people asso- 
ciated with the brand, such as the prototypical user, the 
company’s chief executive officer, or endorsers In the 
indirect way, brand personality is formed by considering 
product-related attributes, product category associations, 
and other marketing-mix variables affected by advertising 
and product packaging, such as the brand's name, symbol 
and logo, advertising style, price, and distribution channel 
(Batra, Lehmann, and Singh 1993) Consequently, con- 
sumers often think of brands as 1f they were famous people, 
celebrities, or historical figures (Rook 1985) Just as con- 
sumers make inferences regarding the malleability of their 
own and other people’s personality traits, we expect con- 
sumers to make inferences about the malleability of a 
brand’s personality traits Thus, a particular brand extension 
might be viewed as a better or worse fit with the parent 
brand according to the consumer’s implicit theory of the 
self 

We hypothesize that, all else being equal, consumers 
who are entity theorists perceive a brand’s personality as 
less malleable and therefore are less accepting than incre- 
mental theorists of extensions that necessitate a change 1n 
brand personality This difference should surface when con- 
sumers evaluate brand extensions 1n various categories that 
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differ ın thew perceptual distance from the parent brand 
Thus, 1ncremental theorists will find a brand to be more 
malleable and therefore able to "stretch" further (1e , 1nto 
more diverse categories) Formally 


H, Compared with entity theorists, incremental theorists will 
deem a greater number of brand extensions for a particular 
brand to be viable 


We test H, in Part 1 of Study 1 What makes our theorizing 
much more important for managers 1s the notion that a 
person’s umplicit theory orientation 1s itself susceptible to 
influence Given the extant literature in social psychology 
suggesting that this 1s the case, we hypothesize the following 


H, Compared with consumers primed to believe that people 
cannot change (entity orientation), those primed to believe 
that people can change (incremental orientation) will 
deem a greater number of brand extensions for a particular 
brand to be viable 


We test H, directly ın Part 2 of Study 1 

A goal of this research 1s to demonstrate how implicit 
theories affect beliefs about the malleabihty of a brand's 
personahty traits Just as they affect beliefs about human 
personality traits Although brands are inammate objects, 
they can be imbued with personality traits, so the personal- 
ity metaphor 1s suitable in many ways Dweck, Chiu, and 
Hong (1995a, b) find that implicit theories regarding nonhu- 
man entities with humanlike attributes (e g , the malleability 
of the world) have the same format as their implicit theory 
measures for people Marketers frequently encourage con- 
sumers to think of their products in human terms, and prior 
research has demonstrated that people indeed anthropomor- 
phize brands (Aggarwal and McGill 2007, Fournier 1998) 
Consequently, brands frequently are viewed as people with 
complex personalities (Aaker 1999) and even gender (York- 
ston and De Mello 2005) Furthermore, consumers are 
known to form deep interpersonal relationships with their 
brands (Aaker, Fournier, and Brasel 2004, Fournier 1998) 
It stands to reason that Just as consumers ascribe personali- 
ties to brands, they apply their implicit theories This leads 
to H4 


H4 Implicit theories. affect the perceived malleabihty of a 
brand by affecting the perceived malleability of a brand’s 
personality and not its physicality 


We test H4 directly 1n Study 2 Finally, the idea that some 
people adopt a dynamic approach to understanding other 
people (incremental theorists) may derive from a different 
processing framework, but ıt does not imply that change can 
be unlimited Although incremental theorists are more will- 
ing to accept a change in a brand’s personality than entity 
theorists, we suspect that too great a change may violate 
their boundaries as well This leads to Hy 


H, Too great a change in personality violates an incremental 
theorist’s latitude of acceptability, which results in a 
response similar to that garnered from entity theorists 


We test H4 and the boundaries to using implicit theory 
primes in Study 3 

Taken together, these four hypotheses help explain how 
consumers process brand extensions and make judgments 


regarding a parent brand and its brand extensions Our stud- 
jes not only are applicable to managers interested in seg- 
menting consumers on the basis of their ability to accept 
change but also demonstrate how managers can directly 
affect how accepting consumers are of change through 
advertising (Study 3) We begin by demonstrating the 
impact of implicit theories on brand extension acceptance ın 
Study 1 and move toward inducing implicit theory orienta- 
tions with marketing materials 1n Study 3 


Study 1: Implict Theories and Their 
Effect on Brands 


In Study 1, we investigate whether 1ncremental theorists, 
who view their own personality traits as more malleable, are 
more accepting of brand extensions for a particular parent 
brand than entity theorists In this way, Study 1 1s a direct 
test of H1 and H5 


Method 


This study consists of two separate parts, both of which use 
a 2 (1mplicit theory orientation entity versus incremental) x 
5 (product category) design, 1n which the second factor 1s a 
repeated measure In Part 1, participants included 125 
undergraduate students enrolled 1n an 1ntroductory market- 
mg course at a large West Coast university To categorize 
respondents according to their dispositional implicit theory 
orientation, participants in Part 1 completed the implicit 
person theories measure (Levy, Stroessner, and Dweck 
1998) Each respondent was given a list of five popular 
brands from five different categories (Dreyer’s 1ce cream, 
OshKosh B’Gosh children’s clothing, Skechers sneakers, 
Nokia cell phones, and Paper Mate pens) with five proposed 
extensions (e g, Nokia extensions personal digital assis- 
tant, desktop computer, laptop, tablet personal computer, 
and digital camcorder) We pretested the extensions to 
understand how they varied ın their perceptual distance 
from the parent brand Respondents were asked to choose 
as many of the proposed extensions as they believed would 
“fit” well with the existing brand We employed the number 
of product extensions they chose for each brand as the 
dependent measure 

In Part 2, participants were an independent sample of 
124 undergraduate students from the same subject pool at 
the same university We again used a 2 (implicit theory on- 
entation) x 5 (product category) design, 1n which the second 
factor was a repeated measure consisting of the brands 
Ivory soap, Starbucks coffee, Yamaha motorcycles, Nokia 
cell phones, and Paper Mate pens We also pretested these 
extensions to understand how they varied ın their perceptual 
distance from the parent brand Unlike Part 1, 1n which we 
measured participants’ dispositional implicit theory, 1n Part 
2, we situationally activated implicit theory orientation 
using the general trait manipulation employed in Chiu, 
Hong, and Dweck (1997) Participants were told that they 
were being tested on reading comprehension and memory 
They were instructed to read a paragraph containing con- 
cepts about which they would be tested on later 1n the ses- 
sion The critical excerpt for the entity theory onentation 
prime read as follows 


In his talk at the American Psychological Association’s 
annual convention held at Washington D C 1n August, Dr 
George Medin argued that “in most of us, by the age of 
ten, our character has set like plaster and will never soften 
again” He reported numerous large longitudinal studies, 
which show that people “age and develop, but they do so 
on the foundation of enduring dispositions” He also 
reported research findings showing that people’s personal- 
ity characteristics are fixed and cannot be changed 


The critical excerpt for the incremental theory orientation 
prime read as follows 


In his talk at the American Psychological Association's 
annual convention held at Washington D C 1n August, Dr 
George Medin argued that “no one’s character 1s hard like 
a rock that cannot be changed Only for some, greater 
effort and determination are needed to effect changes " He 
reported numerous Jarge longitudinal studies, which show 
that people can mature and can change their character He 
also reported research findings showing that people's per- 
sonality characteristics can be changed even in their late 
sixties 


This priming technique has been used extensively in 
social psychology Researchers, including Dweck, Chiu, 
and Hong (1995a, b), Anderson (1995), Darley (1995), and 
Kruglansk1 (1995), have expressed the belief that ıt 1s possi- 
ble for people to hold both implicit theories simultaneously 
They argue that though one theory may be dominant, the 
other may remain available and become accessible under 
specific circumstances. Dweck, Chiu, and Hong (1995a) 
note further that though commonly used implicit theories 
measures ask participants to choose between the two (1e, 
entity and 1mplicit theories as mutually exclusive alterna- 
tives), ıt ıs possible for people to hold both theories concur- 
rently, albeit to diffenng degrees We adhere to this view 
and maintain the position that implicit theories can be situa- 
tionally primed Indeed, recent research in marketing has 
employed the use of video clips from movies and television 
to prime implicit theories (Jain, Mathur, and Maheswaran 
2009) 

Participants subsequently completed an unrelated filler 
task intended to erase their memory of the paragraph Then, 
they turned to the focal task 1n which they chose as many of 
the proposed extensions as they believed would fit well with 
the existing brand Again, the number of product extensions 
they chose for each brand served as the dependent measure 
As a manipulation check, participants in Part 2 also com- 
pleted the implicit person theories measure (Levy, Stroess- 
ner, and Dweck 1998) 


Results 


Brand extension acceptability Part 1 We used a 
median split to divide participants from Part 1 into two 
groups according to their responses to the implicit person 
theories measure (œ = 93, M = 279, Mdn = 28) A 2 
(implicit theory orientation) x 5 (product category) analysis 
of vanance (ANOVA), with the latter factor being a within- 
subject repeated measure, revealed that people with a 
chronically accessible incremental theory orientation (1e, 
incremental theorists) were accepting of more brand exten- 
sions than those who possessed a chronically accessible 
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entity theory orientation (Mincremental = 2 77 versus MEẸnnty = 
1 53, F(1, 123) = 64 36, p < 01) There was a significant 
effect among brand categories (F(4, 120) = 5 30, p « 01) 
such that Paper Mate pens and Dreyer's ice cream were 
believed to be less extendible than the other parent brands 
No interaction effects between individual brands and 
implicit theory orientation were observed Individual 
ANOVAs of implicit theory orientation on brand extensions 
for each of the five brands reveal the same pattern of differ- 
ences between incremental and entity theorists (F(1, 123) = 
68 52, 51 69, 37 74, 24 34, 15 14, all ps < 01) Table 1 pre- 
sents the results for each brand In summary, 1n Part 1 of 
Study 1, we find evidence that a difference in chronic 
implicit theory orientation affects judgments regarding the 
acceptability of brand extensions 


Brand extension acceptability Part 2 The analysis for 
Part 2 was similar to Part 1, but respondents were sorted 
according to which prime they read, and the implicit person 
theories measure results were used as a manipulation check 
As we expected, the manipulation of implicit theory orien- 
tation was successful Participants exposed to the entity ori- 
entation prime differed significantly from those exposed to 
the incremental orientation condition on the 1mplicit person 
theories measure (œ = 91, M = 28 6, Mdn = 28, Meotty = 
30 10 versus Myncremental = 27 13, F(1, 122) = 4 54, p < 05) 
A repeated measures ANOVA of implicit orientation prime 
(entity versus incremental) on the number of acceptable 
brand extensions revealed a main effect of the general trait 
manipulation (F(1, 122) = 3051, p < 01) Participants 
primed to believe that traits are malleable believed that the 
brands were capable of more brand extensions than partici- 
pants primed to believe that traits are fixed (Mincremental = 
1 89 versus Mgnuty = 1 30) Again, a brand category effect 
was significant (F(4, 119) = 5 27, p « 01), some brands— 
specifically, Yamaha and Nokia—were viewed as more 
extendable than others There were no interaction effects 
between brand category and implicit theory orientation (p > 

15) Again, the results hold for each individual brand (see 
Table 2) 


TABLE 1 
Study 1, Part 1: Measured Implicit Theories' 
Effect on Brand Extendibility 


Implicit Theory 
Orientation 


Entity Incremental 
Theorists Theorists 


(n om 64) (n = 61) 

Total number of extensions 153 277* 
Number of Extensions for: 

Dreyer's ice cream 1 30 2 72* 

OshKosh B'Gosh children’s clothes 1483 2 86* 

Skechers sneakers 169 3 00* 

Nokia cell phones 175 2 88* 

Paper Mate pens 1 51 2 41* 


*p « 01 
Notes The dependent variable is the average number of brand 
extensions deemed to be appropriate 
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TABLE 2 
Study 1, Part 2: Primed Implicit Theories’ 
Effect on Brand Extendibility 


Implicit Theory 
Orientation 





Entity Incremental 
Theorists Theorists 


(n=62) (n= 62) 

Total number of extensions 130 1 89* 
Number of Extensions for: 

ivory soap 124 1 80* 

Starbucks coffee 1 16 171* 

Yamaha motorcycles 132 216" 

Nokia cell phones 132 2 08"* 

Paper Mate pens 132 171* 


*p « 01 
Notes The dependent variable is the average number of brand 
extensions deemed to be appropriate 


Discussion 


The results from Part 1 of Study 1 support H, by illustrating 
that a person's dispositional implicit theory orientation 
applies to brands It appears that the more malleable a per- 
son views individual traits, the more likely he or she 1s to 
view a brand as being malleable This malleability 1s 
reflected 1n the endorsement of a greater number of brand 
extensions In Part 2 of Study 1, we manipulated rather than 
measured people's implicit theory orientation using the gen- 
eralized trait manipulation employed 1n social psychologi- 
cal research Consistent with H», we find that activating a 
generalized belief can affect how malleable consumers 
believe brands can be Knowing that implicit theories can 
be primed, which 1n turn affects the acceptability of brand 
extensions, makes these results especially relevant for mar- 
keting managers As we show in Study 3, persuasive adver- 
tising communication can result in consumers believing that 
a brand is more malleable or more fixed with respect to its 
traits Taken together, Parts 1 and 2 of Study 1 contribute to 
our understanding of branding by demonstrating how 
consumers’ individual beliefs regarding the malleability 
of personality traits can affect their evaluations of brand 
extensions 

In Study 2, we delve into the process We demonstrate 
that implicit theories affect beliefs about the personality 
traits associated with brands rather than beliefs about the 
physicality of the brand Study 2 reveals that implicit 
theories operate by affecting beliefs regarding the mal- 
leability of a brand's personality traits, which 1n turn moti- 
vate either more positive or more negative interpretations of 
a brand extension’s perceived fit with the parent brand 


Study 2: Personality and 
Physicality Congruence 
Aside from sharing physical attributes, perceived fit has 
been explored by assessing whether the parent brand and 
extension share the same usage context, can serve as substi- 
tutes for each other, and can use the same manufacturing 


skills ın production While previous studies (Bridges, 
Keller, and Sood 2000) have explored fit as a function of 
both attribute similanty (1e, physical traits) and abstract 
concepts, such as cohesion (e g , both are products targeted 
to children), 1n this study, we demonstrate how perceptions 
of fit are affected by similarities and differences 1n person- 
ality traits In doing so, we not only identify a new aspect of 
perceived fit but also show that implicit theories, studied 
exclusively in the domain of human personalities, affect 
brand personalities 


Method 


Participants were 150 students at a large southwestern uni- 
versity We used a 2 (implicit theory orientation) x 2 (per- 
sonahty trait congruence) x 2 (physicality congruence) x 2 
(parent brand) design, with the first three factors manipu- 
lated between subjects and parent brand as a within-subject 
replication. The parent brands were Subaru, the Japanese 
auto manufacturer owned by Fuji Heavy Industres Ltd, 
and Tiffany & Co, the US jeweler and design house We 
used two parent brands to replicate the effect in this study 
solely to show the generalizability of our results across 
divergent brands and categories, all results reported subse- 
quently hold for each individual brand 

We drew brand personality traits from the five distinct 
dimensions (sincerity, excitement, competence, sophistica- 
tion, and ruggedness) that Aaker (1997) identifies A pilot 
study using Aaker’s brand personality scale found that 
Subaru excelled on ruggedness (this dimension rated signif- 
icantly higher than the four others for this brand), while 
Tiffany & Co excelled on sophistication We intentionally 
chose brands that excelled on ruggedness and sophistication 
because these two dimensions of brand personality differ 
from the “Big Five” traits of human personality (Briggs 
1992) 

For each brand, several products were pilot tested to 
identify extensions that would enable us to vary physicality 
and personality congruence independently The results 
revealed that extensions containing engine technology 
would be physically congruent for Subaru, while extensions 
that did not contain engine technology would be deemed to 
be physically incongruent Similarly, products incorporating 
silver would be physically congruent for Tiffany & Co, 
while products incorporating leather would not With 
respect to personality, “wilderness water” products (kayaks 
and jet skis) were deemed to be significantly more rugged 
and, thus, more congruent with Subaru’s rugged personality 
than “urban terrestrial” products (skateboards and scooters) 
High-heel shoes were viewed as significantly more sophisti- 
cated than flats and, thus, more congruent with Tiffany & 
Co’s sophisticated personality The parent brands, brand 
extensions, and the manifest congruencies appear 1n Table 3 

The focal task m the main study asked respondents to 
read separate summaries describing Subaru and Tiffany & 
Co before answering questions about the parent brands and 
potential brand extensions Each respondent was presented 
with an extension that was congruent with respect to the 
parent brand’s physicality, its personality, neither, or both, 
depending on the condition Our dependent measure was 
intended to capture whether a consumer perceives the item 


as consistent with a parent brand—otherwise referred to as 
“perceptual fit"—because it is a key ın predicting brand 
extension success (Tauber 1988, Volckner and Sattler 2006) 
Respondents evaluated the proposed extension on the basis 
of how well it "fit" with the parent brand on a five-point 
scale anchored with “does not fit at all” and “fits very well” 

As a manipulation check, respondents evaluated both 
parent brands (Subaru and Tiffany & Co ) and each exten- 
sion on Aaker’s (1997) five personality dimensions We 
accomplished this using the 15 personality subfactors along 
with a five-point measurement scale for each (1 = “not at all 
descriptive,” and 5 = “extremely descriptive”) Participants’ 
final task was to complete the implicit person theortes mea- 
sure before being debriefed and dismissed 


Results 


Brand extension personality a manipulation check We 
created a brand personality score for each of the Big Five 
personality dimensions for each parent brand and each 
extension (see Table 4) For both brands and all extensions, 
Cronbach's alpha on all dimensions exceeded the standard 
threshold of 7 (Nunnally 1978), except for the traits of sin- 
centy and sophistication for Tiffany & Co’s silver-buckled 
work flats (a = 65 and 62, respectively) The lower-than- 
expected correlations for thus extension did not influence 
any results presented here and thus were not a concern In 
addition, somewhat lower alphas (e g , 1n the 60— 69 range) 
are commonly acceptable 1f there are only a small number of 
items 1n the scale (Morgan, Gliner, and Harmon 2005, p 286) 

We used these measures to confirm that the extensions 
evaluated varied 1n terms of their congruence personality- 
wise with the parent brand (e g , kayaks and jet skis were 
perceived as significantly more rugged than skateboards 
and scooters) A 2 (physicality congruence) x 2 (personality 
trait congruence) x 2 (parent brand) repeated measures 
ANOVA on the manipulated brand extension dimensions 


TABLE 3 
Study 2: Parent Brands and Extensions 


A: Parent Brand: Subaru 


Physical trait engine technology 
Personality trait ruggedness 


Physical Personality 
Brand Extension Congruence Congruence 
Jet ski Yes Yes 
Kayak No Yes 
Motorized scooter Yes No 
Skateboard No No 


B. Parent Brand: Tiffany & Co. 


Physical trait shoe material 
Personality trait sophistication 


Physical Personality 
Brand Extension Congruence Congruence 
Silver-buckled high-heel shoes Yes Yes 
Leather high-heel shoes No Yes 
Silver-buckled work flats Yes No 
Leather work flats No No 
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TABLE 4 
Study 2: Big Five Brand Personality Score 


Parent Brand Rugged Sincere 
Tiffany 15 29 
Subaru 39 3 1 
Brand Extension 
Tiffany 
Silver high heel 13 22 
Leather high heel 14 23 
Silver work flat 14 23 
Leather work flat 17 24 
Subaru 
Jet ski 39 26 
Kayak 4 2 30 
Motorized scooter 27 30 
Skateboard 36 25 


(1e, ruggedness for Subaru and sophistication for Tiffany 
& Co ) with parent brand as a within-subject repeated mea- 
sure served as a brand personality manipulation check The 
significant main effect of brand personality (F(1, 148) = 
21 42, p < 01) supports our manipulation of the personality 
dimensions Wilderness water extensions were viewed as 
more rugged than urban terrestrial extensions for Subaru 
(Mwitderness = 4 05 versus Murban = 3 22. Fa, 142) = 16 10, 
p < 01), and high-heel shoes were more sophisticated than 
work flats for Tiffany & Co (Mia, = 4 10 versus Mp = 
2 85, F(1, 142) = 8 47, p « 01) In addition, the main effect 
of physical attribute congruence was not significant (F(1, 
142) = 342, p > 05), mdicating that our physical trait 
manipulation (1e , Subaru motonzed versus nonmotorized, 
Tiffany & Co silver versus leather) did not influence par- 
ticipants' evaluations of the brand extensions' personality 
traits (ruggedness and sophistication) 


Brand extension and perceived fit As 1n Part 1 of Study 
1, we relied on chronic implicit theory orientation. rather 
than activated differences in this study We performed a 
median split to divide participants into two groups based on 
their responses to the implicit person theories measure (à = 
86, M = 300, Mdn = 30) We conducted a 2 (physicality 
congruence) x 2 (personality trait congruence) x 2 Gmplicit 
theory orientation) x 2 (parent brand) ANOVA on perceived 
fit with parent brand as a within-subject factor Main effects 
of both physicality congruence (F(1, 140) = 11 69, p « 01) 
and personality trait congruence (F(1, 140) = 33 90, p « 01) 
were significant The first effect (Mcongment-physical = 2 91 
versus Mincongment-physcial = 2 44) 18 consistent with prior 
work on brand extensions that suggests that congruency on 
physical attributes matters The main effect of personality 
trait congruence supports our hypothesizing by showing 
that personality traits affect perceptions of brand extension 


fit (M ongruent-personahty = 3 02 versus Mincongruent-personality = 
3) 


More important for the purposes of this research, the 
interaction between implicit theory orientation and brand 
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Excited Competent Sophisticated 
34 40 44 
34 34 25 
29 33 40 
29 32 42 
31 34 31 
27 27 27 
35 35 26 
36 34 26 
32 26 25 
34 24 20 


personality congruence was significant (F(1, 140) = 4 16, 
p < 05), while the interaction between implicit theory ori- 
entation and physical attributes was not (F(1, 140) = 1 42, 
p> 24) As Figure 1 illustrates, although both incremental 
and entity theorists perceived fit when an extension’s 
personality traits were congruent with the parent brand 
(Mincremental = 2 96 versus Menny = 3 07), entity theorists 
were less willing to “stretch” the personality dimension to 
perceive fit between incongruent brand extension personali- 
ties (Mincremental = 2 59 versus Mgnaty = 2 08, F(1, 140) = 
6 85, p < 05) In other words, consistent with H5, mere- 
mental theorists were more accepting than entity theorists 
of larger changes 1n personality traits exemplified through 
less rugged (scooters, skateboards) or less sophisticated 
(flats) extensions 


FIGURE 1 
Study 2: Two-Way Interaction Between Implicit 
Theory and Personality Congruence on 
Perceptions of Fit 
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Note that the interaction effect between physical 
attribute congruence and brand personality congruence 
(F(1, 140) = 698, p < 05) and the three-way interaction 
among implicit theory, personality congruence, and physi- 
cality congruence (F(1, 140) = 7 22, p < 05) were signifi- 
cant The two-way interaction 1s best understood 1n light of 
the three-way interaction (see Figure 2) When physical 
attributes were congruent (1e, motorized extensions for 
Subaru and silver buckles for Tiffany & Co), only entity 
theorists took issue with personality-incongruent extensions 
Ge, the distinctly less rugged scooter/skateboard for 
Subaru and the unsophisticated flats for Tiffany & Co) 
Incremental theorists rated the fit for these products as 
highly as the more rugged jet ski and sophisticated high- 
heel shoes (Figure 2, Panel A) However, when the goods 
were physically incongruent (nonmotorized and leather), 
personality incongruence (kayaks and flats) resulted ın 
lower levels of perceived fit for both incremental and entity 
theorists (Figure 2, Panel B) 

This result suggests that for incremental theorists, who 
are typically more accepting of changes in personality 
traits, a double hit of both personality and physical 1ncon- 
gruence was enough to affect their perceptions of the parent 
brand—extension fit Incremental theorists are more tolerant 
of personality incongruence (Figure 2, Panel A) except 
when the added physical incongruence (Figure 2, Panel B) 
makes the brand extension seem too much of a stretch (1e, 
too big a change) Plaks, Grant, and Dweck (2005) find that 
implicit theory violation creates a “warm state,” 1n which 
people are motivated to protect their activated theory 1n the 
face of disconfirming evidence Therefore, violations 
should engender negative attitudes toward an extension that 
goes too far as attempts to maintain cognitive consistency 
between a parent brand and its extension are thwarted 
Although incremental theorists are more willing to stretch a 
brand's personality traits than entity theorists, too much 
change (1e, physical and personality incongruence) can be 
too much even for them We test this interpretation explic- 
itly in Study 3 

We also observed a within-subject effect of parent brand 
(F(1, 140) = 21 31, p < 01) m which, overall, Subaru was 
viewed as more extendable than Tiffany & Co (Msubanm = 
2 95 versus Mriffany = 2 39) In addition, there was a signifi- 
cant parent brand X personality interaction (F(1, 140) = 
8 28, p « 01) These effects could be driven either by the 
strength of the parent brands or by the particular choices for 
brand extensions for this study, but they neither detract from 
the principal results nor offer much insight 1nto the outcome 
of interest because the 1mplicit theory results exist for each 
brand extension studied 


Product category gender effects The target market for 
Tiffany & Co 1s skewed toward women, while automobiles 
in general and Subaru in particular may be viewed as 
skewed toward men Consequently, gender-oriented effects 
may exist 1n our data Our sample consisted of 64 women 
and 82 men (2 participants did not supply gender informa- 
tion) Running the analysis including gender as an addi- 
tional factor yielded a 2 (gender) x 2 (umplicit theory oren- 
tation) x 2 (physical congruence) x 2 (personality 


FIGURE 2 
Study 2: Three-Way Interaction Among Implicit 
Theory, Physical Congruence, and Personality 
Congruence on Perceptions of Fit 
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congruence) x 2 (parent brand) design that produced neither 
a significant gender main effect nor any significant gender 
interactions In particular, the brand x gender interaction 
did not approach significance (F(1, 130) = 096, p = 758) 
Although 1t 1s likely that attitudes and preferences regarding 
Tiffany & Co and Subaru indeed differ by gender, percep- 
tions of fit regarding the brands’ extensions do not appear to 
be driven by gender Both male or female respondents were 
apparently familiar enough with both brands to make simi- 
lar judgments 


Discussion 


The results of Study 2 are consistent with Study 1 ın that 
consumers’ responses to potential brand extensions depend 
on their implicit theory orientation It 1s not surprising that 
congruency on both physical attributes and personality 
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traits affected perceived fit What 1s novel 1n our results 1s 
that 1mplicit theories influence perceptions of extension fit 
by moderating the 1mpact of personality trait incongruence 
The results from Study 2 provide direct support for H5 that 
implicit theories affect the perceived malleability of a 
brand’s personality traits and not its physicality Thus, just 
as implicit theories affect how malleable personality traits 
can be for people, we find that implicit theories affect how 
malleable personality traits can be for brands 

In Study 2, for Subaru, the extension categories varied 
in congruency (e g , jet skis and skateboards) but remained 
constant for the parent (1e , cars) Conversely, the extension 
category remained constant for Tiffany & Co (1e, shoes), 
while the parent, albeit primarily a jeweler, already offered 
products 1n several different categories (e g , barware, eye- 
wear) It could be argued that differences on other category 
dimensions (e g , the degree to which parent and extension 
products are substitutes or complements, whether produc- 
tion skills are more or less transferable) may have played a 
role 1n assessing perceived fit. Given that our results do not 
change 1f we analyze either brand separately (1e , either the 
parent or extensions cross many categories) we become 
more confident 1n our findings However, we acknowledge 
that we cannot rule out category effects 1n Study 2 Thus, 
we address this 1ssue 1n our next study 

In Study 3, we set out to do several things Recent 
research (Mao and Krishnan 2006, Ng and Houston 2006) 
argues that fit can be based on a category prototype or cate- 
gory exemplar Controlhng for categories would help 
ensure that different associations of category prototypes 1n 
relation to the parent brand category are not driving percep- 
tions of fit between one brand extension and another There- 
fore, we constrain both the parent (1 e , car companies) and 
the extension (1e , sunglasses) to single categories In addı- 
tion, we use two parent brands that differ only 1n their per- 
ceived ruggedness By 1solating the 1mpact of changes on 
the single brand personahty dimension, ruggedness, we can 
claim that the differences in the acceptability of extensions 
are due to this particular aspect of the brand’s personality 
Furthermore, by comparing extensions that are near and far 
and by pushing the rugged positioning of the extension to 
the extreme for each brand separately, we reveal a boundary 
with respect to differences 1n implicit theories Even incre- 
mental theorists have limits regarding how far a particular 
brand personality can stretch 

Finally, and perhaps most important for managers, this 
study demonstrates how advertising copy can be used to 
invoke either entity or incremental orientations, thus demon- 
strating the practical significance of this research If con- 
sumers can be placed into a more malleable mind-set when 
initially encoding information regarding a new brand exten- 
sion, they should be more accepting of the brand extension 


Study 3: Advertising Effects on 
Brand Extension Fit 


Method 


Brand personality traits pretest A pretest identified two 
brands that differed on only one brand personality trait 
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(ruggedness) and were similar with respect to consumers’ 
brand attitudes and purchase intentions Respondents were 
36 undergraduate business students from a large West Coast 
university who were intentionally drawn from the same 
sample population but who did not participate in the main 
study These respondents evaluated 38 existing automobile 
and fashion brand names on Aaker’s (1997) five brand per- 
sonality dimensions and provided their overall liking and 
purchase intentions for these brands on seven-point scales 
We found Mitsubishi and Jeep to be the most similar on 
overall liking (Mjeep = 4 53 versus MMitsubishı = 4 50), pur- 
chase intention, (Myeep = 3 74 versus Mmitsubishi = 3 85), and 
four of the five personality dimensions sincerity (Mes, = 
4 80 versus Mmitsubism = 4 00), excitement (Mjeep = 4 63 
versus Myitsubish = 4 90), competence (Myeen = 4 68 versus 
Myftsubish: = 4 00), and sophistication (Myeep = 3 63 versus 
Mywatsubisht = 3 16, all ps > 05) Jeep and Mitsubishi differed 
significantly only on perceptions of the fifth personality 
dimension, ruggedness (Mjeep = 6 53 versus MMitsubishi = 
295) 


Sample, design, and procedure Pretest results revealed 
that sunglasses would serve as a realistic brand extension 
for both Jeep and Mitsubishi They also revealed that Jeep 
and Mitsubishi did not differ ın terms of their perceived 
competence in making cars or their manufacturing skills 
(Aaker and Keller 1990) In addition, attitudes toward the 
brands did not differ significantly (all ps > 15) We devel- 
oped 12 advertisements for sunglasses that differed on three 
factors to provide the 12 cells of our 2 (umplicit theory 
entity versus incremental) x 3 (brand stretch near, moder- 
ate, and extreme) x 2 (parent brand Jeep versus Mitsubishi) 
full factorial, between-subjects design 

First, we altered the ad copy to prime different 1mplicit 
theories (entity versus incremental) A block of copy in 
each advertisement discussed the malleability of the brand 
Pretesting helped us develop effective ad copy that situa- 
tionally activated either an incremental or an entity theory 
orientation The incremental theory prime ad copy stated, 
"At Jeep [Mitsubishi], we are evolving We ask ourselves 
how we can adapt to fit your lifestyle You change and Jeep 
[Mitsubishi] is changing with you” Tbe entity theory prime 
ad copy stated, "At Jeep [Mitsubishi], we are committed to 
consistency and unwavering steadfastness Ask yourself 
how our rock-solidness can fit your lifestyle Your personal- 
ity and 1deals stay the same and Jeep [Mitsubishi] stays 
there with you ” 

Second, we varied brand stretch by varying the exten- 
sion’s positioning regarding its ruggedness relative to the 
parent brand (near, moderate, and extreme) Each advertise- 
ment contained the header “Introducing JEEP [MIT- 
SUBISHI] brand sunglasses," which served to introduce the 
extending brand Each advertisement included a back- 
ground picture and one block of ad copy that described the 
extension on the ruggedness dimension For Mitsubishi, the 
copy 1n the near-stretch, or not-very-rugged, advertisements 
focused on using the sunglasses for everyday events and 
contained a picture of a “hipster” walking his dog The copy 
in the *moderate-stretch" (1€, more rugged) and “extreme- 
stretch" (1e, extremely rugged) conditions focused on 


using the sunglasses for more rugged adventures, such as 
fishing off the coast of Baja and hiking ın the Rockies 
These portrayed a recreational fisherman wearing sun- 
glasses while kneeling on shore holding his catch and a 
rock climber rappelling down a cliff wearing sunglasses, 
respectively 

Because Jeep was initially viewed as more rugged than 
Mitsubisht (MMıitsubishı = 2 95 and Myeep = 6 53 on a seven- 
point scale), our three conditions varied slightly for this 
brand The near stretch included what was deemed to be a 
moderate stretch for Mitsubishi the advertisement portray- 
ing the recreational fisherman holding his catch (for an 
example, see the Appendix) The moderate stretch for Jeep 
included what was an extreme stretch on the rugged dimen- 
sion for Mitsubishi the advertisement displaying the rock 
climber rappelling down a cliff For Jeep, the extreme- 
stretch advertisement included a chff jumper flying 1n the 
sky in a glide suit A pretest 1n which 54 respondents evalu- 
ated the ruggedness of one of the four advertisements for 
“Brand X" revealed that each advertisement differed signif- 
icantly on ruggedness ın the predicted order (F(3, 50) = 
33 08, p < 01) Individual contrasts revealed that the adver- 
tsement displaying the dog walker (M = 20) was less 
rugged than the advertisement with the fisherman (M = 3 5, 
t(50) = 5 16, p < 01 [one-tailed]), which was less rugged 
than the rock climber (M = 4 0, t(50) = 1 69, p « 05 [one- 
tailed]), which was less rugged than the skydiver (M = 4 4, 
t(50) = 1 59, p « 06 [one-tailed]) 

In summary, for two brands that differed in initial per- 
ceptions on the trait of ruggedness, we created advertise- 
ments portraying extensions that were consistent with 
respondents' perceptions (near stretch), somewhat exagger- 
ated (moderate stretch), or very much exaggerated (extreme 
stretch) Accordingly, we expected implicit theory and 
brand stretch to 1nteract such that a near stretch 1s accepted 
by entity and incremental theorists alike while an extreme 
stretch 1s rejected by both groups However, for a moderate 
stretch, we expected incremental theorists to be more 
accepting than entity theorists Although the stimuli differed 
as a result of respondents' initial perceptions of the rugged- 
ness of each brand, we predicted that the same pattern 
would hold for both Jeep and Mitsubishi 

Respondents were 232 undergraduate business students 
at a large West Coast university They were exposed to only 
one advertisement and then evaluated the brand extension 
with respect to its perceived fit on the same scale as in 
Study 2 They also provided their opinions with respect to 
the ultimate success of the extension We assessed these 
two dependent measures using five-point scales anchored 
by "does not fit at all/fits extremely well" and "not at all 
successfullextremely successful,” respectively As a 
manipulation check, participants also evaluated the parent 
brand on Aaker’s (1997) five brand personality dimensions 


Results 


To ensure that we only manipulated the personality trait of 
ruggedness when we alternated the parent brand between 
Jeep and Mitsubishi, we compared all the personality 
dimension measures for the opposing parent brands The 
parent brands did not differ on four dimensions (sincerity, 


excitement, competence, and sophistication), but they dif- 
fered insofar as Jeep was viewed as significantly more 
rugged than Mitsubishi (Mjeep = 4 50 versus Myptsubis = 
3 87, F(1, 231) = 29 80, p < 01) Similar to the pretest 
results, the results from our manipulation check confirmed 
that varying the parent brand resulted 1n a change on only a 
single personality trait. ruggedness 

A 2 (parent brand) x 2 (1mphieit theory orientation) x 3 
(brand stretch) ANOVA on perceptions of fit revealed main 
effects of all three variables As we expected, Jeep (Mycep = 
3 40) 1s a better overall fit for rugged sunglasses than Mit- 
subishi (MMitsubishi = 2 59, FO, 220) = 36 59, p < 01) This 
is likely due to Jeep being perceived as more rugged at the 
onset Brand stretch also influenced perceptions of fit (F(2, 
220) = 35 60, p « 01) In general, near stretches are more 
effective, such that sunglasses, which are a smaller stretch 
(Myear = 3 69), have a better overall perceived fit than mod- 
erate stretches (MMaoderate = 2 97, (220) = 403, p < 01) or 
extreme stretches (Mgytreme = 2 32, t(220) = 338, p < 01) 
As we also expected, participants primed with the incre- 
mental implicit theory ad copy (Myncremental = 3 14) reported 
better perceptions of fit than those primed with the entity 
theory copy (Mg,uy = 2 85, F(1, 220) = 491, p < 05) 
These main effects can be better understood 1n light of the 
significant two-way interaction between brand stretch and 
implicit theory orientation (F(2, 220) = 4 44, p < 01) 

As Figure 3 shows, neither respondents primed to be 
entity theorists nor those primed to be incremental theorists 
deemed a near stretch to be incompatible, though those who 
viewed Jeep sunglasses were more approving than those 
who viewed Mitsubishi sunglasses (Mgntity-Jeep = 3 80 and 
Mincremental-Jeep = 3 84 versus Mgauty-Mitsu = 353 and 
Myncremental-Mitsu = 3 59) Because the advertisements dif- 
fered for each level of stretch and Mitsubishi was initially 
perceived as less rugged, 1t 1s not surprising that we observe 
this difference Similarly, both entity theortsts and incre- 
mental theorists were far more skeptical of an extreme 
stretch, though those who viewed extremely rugged Mit- 
subishi sunglasses were less accepting overall (Mgnuty-Jeep = 
311 and Mincremental-Jeep = 3 05 versus MẸnuty-Mitsu = 1 
and Mincremental-Mitsu = 158) More important, implicit 
theory determines how accepting respondents were of a 
moderate stretch for both Jeep (Mincremental-Jeep = 3 74 ver- 
sus Mgnnty-Jeep = 2 84, (200) = 273, p < 01) and Mit- 
subisht (Mincremental-Mitsu = 3 06 versus Mennty-Mitsu = 2 25, 
t(200) = 2 45, p « 01) This pattern (see Figure 3) suggests 
that perceptions of fit for brand extensions that stretch a 
particular trait (ruggedness) are determined 1n large part by 
a person's 1mplicit theory, which can be situationally 
steered to be more flexible and accommodating 

In Study 2, the combination of a personality and physi- 
cality stretch was too much Here, perceptions are driven 
solely by the ruggedness trait, and consistent with H4, even 
incremental theorists can reject a brand personality stretch 
that 1s viewed as too extreme These results also support 
both H, and H}, such that participants primed to believe that 
change 1s common and acceptable (incremental theory 
prime) were more accepting of a moderate stretch (greater 
perceived fit) than those primed to believe that traits are 
fixed and unchanging (entity theory prime) We found an 
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FIGURE 3 
Study 3: Interaction of Brand Stretch and Implicit 
Theory on Perceptions of Fit 
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identical pattern of results for predictions about brand 
extenston success 


Discussion 


The results of Study 3 demonstrate how implicit theories 
affect perceptions of fit between a parent brand and an 
extension that differs in terms of its personality In this 
study, we focused on personality differences within a single 
dimension ruggedness We demonstrate how situationally 
activating an incremental theory orientation. enhances the 
perceived fit when a brand extension stretches 1n terms of 
the change 1n personality 1t attempts relative to the parent 
brand Compared with participants primed to take on an 
entity theory orientation, those primed to take on an incre- 
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mental theorist orientation perceived a much better fit 
between the parent brands and extensions that differed to a 
greater extent solely on a single personality dimension 

This study has important implications for marketing 
managers because persuasive communication can lead con- 
sumers to believe that a brand 1s either more malleable or 
more fixed with respect to its traits. Knowing that implicit 
theories can be activated, and thus can affect the evaluations 
of brand extensions, contributes to the understanding of 
branding 1n general and brand personality and brand exten- 
sions 1n particular However, simply because people may be 
incremental theorists or primed to be more flexible toward 
accepting a brand's changes does not mean that the mal- 
leabihty of brands 1s limitless Our results show that even 
for those primed to take on an incremental theory orienta- 
tion, too much of a stretch (e g , extreme) may be rebuffed 
In addition, what 1s viewed as extreme for Mitsubishi dif- 
fers from what 1s viewed as extreme for Jeep, which 
reminds brand managers that they must understand con- 
sumers’ perceptions regarding their brands’ personality 
when considering extensions 

In Study 3, we used parent brands known to compete in 
only one category (cars) and tested extensions 1n only one 
category (sunglasses) We also ensured that the only thing 
that varied was the positioning on a single personality 
dimension, ruggedness We varied the degree of trait change 
such that the resultant brand extensions were relatively 
acceptable to both incremental theorists and entity theorists 
(near stretch), were relatively unacceptable to both groups 
(extreme stretch), and fell somewhere in between (moderate 
stretch) This in-between space is the area of interest 
because ıt reveals the moderating effect of implicit theory 
on acceptable malleability of a brand’s personality and, 
thus, an extension’s perceived fit 


General Discussion 


Across three studies, we demonstrated that the success of 
brand extensions can benefit from understanding and influ- 
encing consumers’ 1mplicit theories of the self The research 
suggests that consumers who believe that brand traits are 
malleable are more accepting of brand extensions—those 
that are a stretch on personality dimensions—than con- 
sumers who believe that traits are fixed The implicit 
theories that determine whether traits are viewed as mal- 
leable or fixed are dispositionally held and can be situation- 
ally primed (Study 1) Implicit theories affect the perceived 
fit on the basis of congruence between the personality traits 
of the parent brand and those of the brand extension (Study 
2) Through the use of persuasive communication, mar- 
keters can influence consumers’ implicit theory disposition 
and, thus, their judgments of brand extensions (Study 3) 

Although unplicit theories can increase the flexibility of the 
consumer regarding brand extendibihty, there are limits 
even for those more favorably disposed to change (1e, 
incremental theorists) 

This work contributes to the existing literature. in 
numerous ways First, we enrich the brand extension litera- 
ture Managers often take a product focus when examining 
extension fit However, as with brand image, fit exists 1n the 


consumer's mind, and both product characteristics and con- 
sumer characteristics affect perceptions of fit We demon- 
strate that the consumer characteristic described as implicit 
theory orientation affects the evaluation of brand extensions 
in many ways It affects brand extension acceptability 
(Study 1), personality trait congruence (Studies 2 and 3), 
judgments of fit (Studies 2 and 3), and perceptions of suc- 
cess (Study 3) Second, we make a contribution to the brand 
personality literature Aaker (1999) explores the self- 
expressive role of brands, demonstrating how usage situa- 
tions, brand personality, and self-concept interact In her 
work on the malleable self, Aaker argues that given differ- 
ent situational cues, consumers’ preferences for brands can 
be expected to vary across usage situations She accepts the 
brand’s traits as fixed while considering the consumers’ 
traits malleable We offer evidence that consumers make 
inferences about the malleability of the brand, suggesting 
that the traits associated with a particular brand are more 
flexible than previously acknowledged Third, we con- 
tribute to the social psychology literature on implicit 
theories by extending transference of implicit theories not 
only from the self to others but also from the self to brands 

We also document an underexplored boundary condition— 
the degree of trait change or stretch Taken together, this 
research offers managers several valuable insights into 
implicit theories of the self, how they operate, and their 
effect on the evaluation of brands and brand extensions It 
also offers managers a potential tool for enhancing the mar- 
keting of brand extensions 


Managerial Implications 


This research offers an alternative for how managers might 
think about the problem of perceived fit for brand exten- 
sions Fit, viewed as a function of brand, product, category, 
and firm differences, 1s traditionally regarded as a fixed 
constant for a given parent brand and brand extension pair 
Under this view, the only option available to managers 1s to 
make the existing fit between a brand and its extension 
more salient In our expanded conceptualization of fit, man- 
agers are less constrained than previously believed They 
can also change the mind-set of the consumer to make the 
same message more effective This 1s a change from the tra- 
ditional thinking that the advertising message 1s the variable 
that 1s manipulated and delivered to a fixed consumer It 1s 
also unlike many other individual difference variables, 
which rely on managers identifying appropriate segments 
Now the consumer's mind-set becomes an additional con- 
trollable variable, and managers have an additional tech- 
nique in their toolbox to increase a message's effectiveness 
There are often situations in which marketing managers 
cannot modify their positioning, product characteristics, or 
brand personality Managers can still 1ncrease acceptance of 
a brand extension if they recognize how to influence con- 
sumers’ implicit theory instead It 1s important to note that 
though implicit theories are chronic, they can be situation- 
ally activated as well Managerially, the notion that one 
implicit theory or the other can be activated has important 
implications for communication strategies, which may pro- 
vide an avenue for easing the acceptance of brand exten- 


sions In addition, the firm does not need to focus con- 
sumers specifically on the traits they want accepted, com- 
municating the malleability of the parent brand as a whole 
or even manipulating consumers’ implicit theories regard- 
ing their individual traits should suffice As we show herein, 
the manipulation can be subtle, 1t does not need to involve 
the brand name (Study 1) or directly mention the particular 
trait of interest (Studies 1 and 3) Avoiding this level of 
specificity might be useful 1f the firm wants to prime multi- 
ple dimensions of personality trait congruence To this end, 
the power and flexibility associated with priming umplicit 
theories has important real-world implications 

We have demonstrated that implicit theories are useful 
when managers want to make their parent brands more mal- 
leable to ease brand extension acceptance However, there 
are many times when brand managers may appreciate when 
their brand personality 1s more fixed For example, an entity 
orientation may protect a brand from equity dilution caused 
by unexpected events, such as when an athlete celebrity 
endorser tests positive for steroids Promoting an entity Ori 
entation toward the brand on the ruggedness dimension may 
help shield the brand from negative fallout If the percep- 
tions of the core personality of the brand could be made 
more “fixed” during times of threat, rmplicit theories would 
be an important tool for protecting a brand's existing equity 
In summary, manipulating consumers’ implicit theories 
should help permit brand extensions and repositioning 
efforts and prevent brand equity dilution 


Limitations 


This research 1s not without its limitations. Further research 
could also address differences in trait importance Research 
by Plaks, Grant, and Dweck (2005) suggests that core 
beliefs are more important than marginal traits This distinc- 
tion may have an important impact on the brand extension 
literature because core beliefs about a brand, such as Coca- 
Cola being “classic” and “American,” may be more suscep- 
tible to implicit theories (1 e , viewed as more fixed or mal- 
leable by opposing camps) than other less core traits, such 
as “fizzy” and “sweet” An important next step in studying 
the impact of implicit theories on marketing concepts 
should include improving the understanding of which types 
of traits are more or less likely to be affected 

Although we investigated implicit theories and therr 
roles in brand extensions, the impact of how flexible or 
malleable an item's traits are considered can affect several 
other areas m consumer behavior For example, celebrity 
endorsers who move from brand to brand may raise the ire 
of entity theorists who cannot make the associations 
between Tiger Woods and Nike clothing 1n addition to Tiger 
Woods and Buick automobiles and Tiger Woods and Accen- 
ture consulting It may even be the case that one extens1 
(Nike) reinforces the traits associated with the core br 
(Tiger), which makes other endorsements less consi 
Future work could also examine the interrelatio 
among change attempts, the degree of change, 
sequence of change 

People are never thought of as not possessin 
ality, but a new brand can be a relatively bla 











would implicit theories interact with the creation of a brand 
personality? Would entity theorists be quicker to set and 
choose a brand personality? Levy, Stroessner, and Dweck 
(1998) find that entity theorists assign significantly stronger 
traits to novel groups and endorse stereotypes to a greater 
degree than incremental theorists This research may trans- 
late into a more efficient establishment of brand personality 
Perhaps after established, personality set with a situation- 
ally primed entity orientation would be stronger or more 
consistently held than one arrived at through an incremental 
onentation. Alternatively, establishing a brand personality 
may mean growing or stretching traits from a “zero point" 
of no personality If so, fostering an incremental theory may 
lead to a more efficient establishment of brand personality 
Either way, implicit theory ıs a useful managerial tool in 
brand creation and extension and warrants further study 
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consumer's mind, and both product characteristics and con- 
sumer characteristics affect perceptions of fit We demon- 
strate that the consumer characteristic described as implicit 
theory orientation affects the evaluation of brand extensions 
in many ways It affects brand extension acceptability 
(Study 1), personality trait congruence (Studies 2 and 3), 
judgments of fit (Studies 2 and 3), and perceptions of suc- 
cess (Study 3) Second, we make a contribution to the brand 
personality literature Aaker (1999) explores the self- 
expressive role of brands, demonstrating how usage situa- 
tions, brand personality, and self-concept interact In her 
work on the malleable self, Aaker argues that given differ- 
ent situational cues, consumers’ preferences for brands can 
be expected to vary across usage situations She accepts the 
brand’s traits as fixed while considering the consumers’ 
traits malleable We offer evidence that consumers make 
inferences about the malleability of the brand, suggesting 
that the traits associated with a particular brand are more 
flexible than previously acknowledged Third, we con- 
tribute to the social psychology literature on implicit 
theories by extending transference of implicit theories not 
only from the self to others but also from the self to brands 
We also document an underexplored boundary condition— 
the degree of trait change or stretch Taken together, this 
research offers managers several valuable insights into 
implicit theories of the self, how they operate, and their 
effect on the evaluation of brands and brand extensions It 
also offers managers a potential tool for enhancing the mar- 
keting of brand extensions 


Managerial Implications 


This research offers an alternative for how managers might 
think about the problem of perceived fit for brand exten- 
sions Fit, viewed as a function of brand, product, category, 
and firm differences, 1s traditionally regarded as a fixed 
constant for a given parent brand and brand extension pair 
Under this view, the only option available to managers 1s to 
make the existing fit between a brand and its extension 
more salent In our expanded conceptualization of fit, man- 
agers are less constrained than previously believed They 
can also change the mind-set of the consumer to make the 
same message more effective This 1s a change from the tra- 
ditional thinking that the advertising message 1s the variable 
that 1s manipulated and delivered to a fixed consumer It 1s 
also unlike many other individual difference variables, 
which rely on managers identifying appropriate segments 
Now the consumer’s mind-set becomes an additional con- 
trollable variable, and managers have an additional tech- 
nique 1n their toolbox to increase a message's effectiveness 
There are often situations in which marketing managers 
cannot modify their positioning, product characteristics, or 
brand personality Managers can still increase acceptance of 
a brand extension if they recognize how to influence con- 
sumers’ implicit theory instead It ıs important to note that 
though implicit theories are chronic, they can be situation- 
ally activated as well Managerially, the notion that one 
implicit theory or the other can be activated has 1mportant 
implications for communication strategies, which may pro- 
vide an avenue for easing the acceptance of brand exten- 


sions In addition, the firm does not need to focus con- 
sumers specifically on the traits they want accepted, com- 
municating the malleability of the parent brand as a whole 
or even manipulating consumers’ implicit theories. regard- 
ing their individual traits should suffice As we show herein, 
the manipulation can be subtle, 1t does not need to involve 
the brand name (Study 1) or directly mention the particular 
trait of interest (Studies 1 and 3) Avoiding this level of 
specificity might be useful if the firm wants to prime multi- 
ple dimensions of personality trait congruence To this end, 
the power and flexibility associated with priming implicit 
theories has important real-world implications 

We have demonstrated that implicit theories are useful 
when managers want to make their parent brands more mal- 
leable to ease brand extension acceptance However, there 
are many times when brand managers may appreciate when 
their brand personality is more fixed For example, an entity 
orientation may protect a brand from equity dilution caused 
by unexpected events, such as when an athlete celebrity 
endorser tests positive for steroids Promoting an entity ori- 
entation toward the brand on the ruggedness dimension may 
help shield the brand from negative fallout If the percep- 
tions of the core personality of the brand could be made 
more “fixed” during times of threat, implicit theories would 
be an important tool for protecting a brand's existing equity 
In summary, manipulating consumers’ implicit theories 
should help permit brand extensions and repositioning 
efforts and prevent brand equity dilution 


Limitations 


This research 1s not without 1ts limitations. Further research 
could also address differences 1n trait importance Research 
by Plaks, Grant, and Dweck (2005) suggests that core 
beliefs are more important than marginal traits. This distinc- 
tion may have an important impact on the brand extension 
literature because core beliefs about a brand, such as Coca- 
Cola being “classic” and "American," may be more suscep- 
tible to implicit theones (1 e , viewed as more fixed or mal- 
leable by opposing camps) than other less core traits, such 
as “fizzy” and "sweet" An important next step in studying 
the impact of implicit theories on marketing concepts 
should include improving the understanding of which types 
of traits are more or less likely to be affected 

Although we investigated implicit theories and their 
roles in brand extensions, the impact of how flexible or 
malleable an 1tem's traits are considered can affect several 
other areas 1n consumer behavior For example, celebrity 
endorsers who move from brand to brand may raise the ire 
of entity theorists who cannot make the associations 
between Tiger Woods and Nike clothing 1n addition to Tiger 
Woods and Buick automobiles and Tiger Woods and Accen- 
ture consulting It may even be the case that one extension 
(Nike) reinforces the traits associated with the core brand 
(Tiger), which makes other endorsements less consistent 
Future work could also examine the interrelationships 
among change attempts, the degree of change, and the 
sequence of change 

People are never thought of as not possessing a person- 
ahty, but a new brand can be a relatively blank slate How 
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would implicit theories 1nteract with the creation of a brand 
personality? Would entity theorists be quicker to set and 
choose a brand personality? Levy, Stroessner, and Dweck 
(1998) find that entity theorists assign significantly stronger 
traits to novel groups and endorse stereotypes to a greater 
degree than 1ncremental theorists This research may trans- 
late into a more efficient establishment of brand personality 
Perhaps after established, personality set with a situation- 
ally primed entity orientation would be stronger or more 
consistently held than one arrived at through an incremental 
orientation Alternatively, establishing a brand personality 
may mean growing or stretching traits from a “zero point” 
of no personality If so, fostering an incremental theory may 
lead to a more efficient establishment of brand personality 
Either way, implicit theory ıs a useful managerial tool ın 
brand creation and extension and warrants further study 


APPENDIX 


Entity Advertisement for Moderate Mitsubishi 
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Salesperson Influence on Product 
Development: Insights from a Study 
of Small Manufacturing 
Organizations 


This research addresses three questions (1) How do salespeople get their desired product modifications 
implemented within organizations? (2) What effect does salesperson trustworthiness have on the means they adopt 
to get product modifications implemented? and (3) What are the performance outcomes of the modified products? 
The results from a survey of 149 product managers in small manufacturing organizations suggest that two influence 
strategies—rationality and exchange—have a positive impact and that two influence strategies—coalition building 
and upward appeal—have an inverse impact on product modification implementation The results also show that 
salesperson trustworthiness enhances the positive effects of rationality and exchange while mitigating the inverse 
effects of coalition building and upward appeal Finally, the results show that product modification implementation 
has a positive effect on the product’s performance in the marketplace Collectively, the results suggest that 
salespeople should adopt the rationality and exchange strategies to get their desired product modifications 
implemented while also developing a reputation for trustworthiness and that it pays for organizations to listen to 
their salespeopie 





Keywords salesperson influence strategies, salesperson trustworthiness, product development, market 
performance 


relatively sparse (Judson et al 2006, McDougal and Smith 
1999) This research focuses on the salesperson’s interface 
with product development teams because they typically 
have the formal responsibility for product modification 
decisions (Cespedes 1995) In particular, this study exam- 
ines this interface ın the context of small manufacturing 
organizations because direct interaction. between sales- 
people and product management teams 1s most extensive 1n 
this context 

Because of their proximity to customers, salespeople 


ness-to-business selling activity has changed from a 

transactional selling orientation to a key account 
management orientation (Cespedes 1995, Homburg, Work- 
man, and Jensen 2002, Palmatier 2008, Palmatier, Dant, 
and Grewal 2007) This shift in focus has important 1mpli- 
cations for the organization's salespeople Whereas tradi- 
tionally they could focus exclusively on the external cus- 
tomer interface, key account management, with its 
emphasis on product customization, requires salespeople to 


beds epis at managing both the external customer are preeminent among the individual-level drivers of prod- 
interface and the intraorganization interface with actors who uct modifications within organizations (Judson et al 2006, 


are responsible for product development (Gardner, Bistritz, McDougal and Smith 1999) This research addresses three 


and Klopmaker 1998, Pelham 2006, Sengupta, Krapfel, and questions that are designed to increase understanding of 
Pusater1 1997, 2000, Workman, Homburg, and Jensen salesperson influence on product development 


D- the past two decades, the nature of the busi- 


2003) 

Although there 1s a substantial body of literature on the 1 How do salespeople influence product modifications? 
salesperson-customer interface, studies on salesperson rela- 2 When are salespeople more or less likely to be successful? 
tionships with intraorganizational entities involved 1n prod- 3 What are the product-level consequences of adopting the 
uct development, such as product development teams, are salesperson’s proposed modifications? 
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Although there 1s a rich body of prior knowledge that exam- 
ines the strategies that people use to attain intraorganiza- 
tional 1nfluence, only limited attention has been paid to the 
identification of moderating factors (e g , Atuahene-Gima 
and Lı 2000) and to examining the outcome implications of 
this 1nfluence From a practical perspective, given the 
hypothesized performance outcomes, it 1s expected that this 
research will be of interest both to salespeople and to prod- 
uct management teams Implications for each of these enti- 
ties are developed in the “Discussion” section 

This article begins with an articulation of the theoretical 
background for the study and development of the concep- 
tual model The methods and measures used to test this 
model are subsequently identified Following this, the 
results of the research are presented The article closes with 
a discussion of the theoretical and managerial implications 
and directions for further research 


Conceptual Framework 


Background Literature 


Intraorganizational influence strategies Kipnis and col- 
leagues (Kipnis and Schmidt 1983, 1988, Kipnis, Schmidt, 
and Wilkinson 1980) define intraorganizational influence 
strategies as the means that organizational actors adopt to 
“get their way" (Kipnis, Schmidt, and Wilkinson 1980, p 
451) Although Kipnis and colleagues' initial typology 
comprised eight distinct intraorganizational influence 
strategies, subsequent refinements have resulted in a sıx- 
dimension typology of intraorganizational influence strate- 
gies (see Schriesheim and Hinkin 1990) that has received 
widespread adoption, especially in the organizational 
behavior literature (e g , Farmer et al 1997, Van Knippen- 
berg et al 1999) and, to a lesser extent, 1n the marketing ht- 
erature (e g , Goebel, Marshall, and Locander 2006, Nonis, 
Sager, and Kumar 1996) This typology 1s referred to here 
as the "refined Kipnis” typology The six dimensions of this 
typology include rationality, exchange, ingratiation, 
assertiveness, coalition building, and upward appeal 


Trustworthiness Mayer, Davis, and Schoorman (1995) 
define trustworthiness ın terms of three “factors” ability, 
benevolence, and integrity Ability refers to the “skulls, 
characteristics, and competencies” (p 717) of the partner 
(or trustee) that lead the party (or trustor) to believe that the 
partner has the ability to perform certain expected actions 
Benevolence refers to the trustor’s assessment that the 
trustee has “a positive orientation” (p 719) toward the 
trustor In other words, the trustor believes that the trustee 
will refrain from actions that could undermine the trustor’s 
well-being, even though these actions may not be detected 
by the trustor and may confer gains for the trustee Finally, 
integnty speaks to the trustor's belief about the trustee's 
character—that 1s, the extent to which the trustee will con- 
sistently adhere to a set of admirable moral principles 

Colquitt, Scott, and LePine (2007, pp 910—11) distin- 
guish between ability on the one hand and benevolence and 
integrity on the other hand, arguing that the former refers to 
the trustor’s “can-do” assessments of the trustee (1e, the 
trustee has the requisite “skills and abilities”) and that the 


latter refers to “will-do” assessments (1e, the trustee “will 
choose to use those skills and abilities to act in the best inter- 
est of the trustor" [p 911]) This tripartite conceptualization 
of trustworthiness has been empirically validated and 
adopted in subsequent research (Jarvenpaa, Shaw, and Sta- 
ples 2004, Mayer and Davis 1999, Mayer and Gavin 2005) 


Compliance When a partner displays “overt behavioral 
adherence” (Brill 1994, p 212) to a party’s expressed 
desires, the partner 1s said to demonstrate compliance 
Thus, in the context of the current research, the product 
management team demonstrates compliance when the team 
implements the salesperson’s product modification proposal 
(Payan and McFarland 2005) Having discussed the relevant 
background literature, I now turn to a discussion of the 
research hypotheses (see Figure 1) 


Hypotheses: Main Effects of Influence Strategies 
on Compliance 


Effect of rationality on compliance A salesperson's use 
of facts and logic (1e, rationality) 1s expected to enhance 
product management team compliance with the sales- 
person’s product modification proposal for two reasons 
First, the proposal becomes “inherently desirable” (Frazier 
and Summers 1984, p 44) for the product management 
team because this influence strategy connects the proposal 
directly to potentially favorable outcomes for the product 
management team Second, by creating a “thorough argu- 
ment structure” (Payan and McFarland 2005, p 69), rational- 
ity reduces the likelihood of “faulty 1nferences" (Payan and 
McFarland 2005, p 69) by the product management team 
while facilitating a comprehensive understanding of the 
underlying basis for the proposal (Frazier and Rody 1991) 

Several prior studies (see Kipnis and Schmidt 1988, 
Wayne et al 1997, Yukl and Tracey 1992) have shown that 
use of the rationality influence strategy by an influence source 
enhances the extent to which the source’s views are consid- 
ered by the target Prior research on the influence of individu- 
als on organizational teams has also shown that use of data- 
driven strategies, such as advocacy (Bristor 1993), rational 
persuasion (Farrell and Schroder 1996), and information 
exchange (Venkatesh, Kohli, and Zaltman 1995), increases 
an individual’s manifest influence on the buying team 
Indeed, as Kohli (1989, p 61) concludes from his research 
on influence on buying teams, “expert power 1s the most 
important determinant of manifest influence” Accordingly, 
in line with the preceding rationale and empurical evidence, 
the following hypothesis 1s submitted for empirical testing 


H, Rationality 1s positively related to compliance 


Effects of exchange and ingratiation on. compliance 
Exchange as an influence strategy 1s said to be in use when 
the salesperson facilitates tasks for the product management 
team in return for (or in anticipation of) its compliance with 
the salesperson’s proposals A salesperson 1s said to engage 
in ingratiation or “other enhancement" when he or she 
directs “flattering commentary or behaviors” toward the 
product management team (Strutton and Pelton 1998, p 3) 

It 1s contended here that both exchange and ingratiation 
foster compliance by creating positive affect in the 1nflu- 
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FIGURE 1 
Conceptual Model 
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ence target 1n relation to the influence source Consistent 
with the current argument, prior research has shown that 
task facilitation in the form of favor-doing by a source 
toward a target enhances the extent to which the latter likes 
the former (Wayne and Ferris 1990, Wayne et al 1997) 
Similarly prior research has also documented a positive 
impact of ingratiation on liking (Kipnis and Schmidt 1988, 
Ralston 1985, Strutton and Pelton 1998, Wayne and Ferris 
1990, Wayne et al 1997) Prior research on the influence of 
individuals on organizational teams has shown that ındi- 
viduals with “reinforcement power"—that 1s, the ability to 
provide the buying center with rewards/punishments—gain 
manifest influence over the buying center (Kohli 1989, p 
61) With respect to ingratiation, this body of knowledge 
shows that the use of “other”-ortented strategies, such as 
consultation (Farrell and Schroder 1996), increases an indi- 
vidual's impact on the buying center More specifically, 1n 
the context of the salesperson’s intraorganizational relation- 
ships, prior research has shown that by developing “lateral 
friendships” within the organization, the salesperson 1s able 
to obtain “preferential treatment for specific issues” (Tellef- 
sen and Eyuboglu 2002, p 160) Prior ethnographic 
research (Workman 1993) has also provided evidence for 
the cultivation of “informal social networks” as a means 
by which individuals are able to increase their potential 
influence/power within organizations (see also Ronchetto, 
Hutt, and Reingen 1989) On the basis of the preceding dis- 
cussion, the following hypotheses are submitted for empiri- 
cal testing 


H, Exchange 1s positively related to compliance 
H, Ingratiation 1s positively related to compliance 
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Effects of assertiveness, coalition building, and upward 
appeal on compliance Salesperson assertiveness entails the 
persistent use of a direct and forceful approach in making a 
case for a proposed product modification to the product 
management team Unlike assertiveness, which occurs in a 
bilateral (1e , salesperson—product management team) con- 
text, both coalition building and upward appeal involve 
other players—coworkers from other functional areas and 
senior management, respectively—-whose support 1s sought 
for the proposed product modification and ıs subsequently 
communicated to the product management team 

In all three instances, it is contended that despite the use 
of different means, the net effect on the product manage- 
ment team 1s the same—namely, a constraint imposed by an 
external party (e g , the salesperson, other members of the 
organization, senior management) on the behavioral options 
faced by the product management team Consequently, fol- 
lowing the logic of reactance theory (Brehm 1966, 1972, 
1989), 1t 1s expected that when faced with restrictions on its 
behavioral freedom with respect to the product modification 
decision, the product management team will experience 
reactance, which undermines members’ compliance 

Prior research provides empirical support for this argu- 
ment regarding the inverse effect of assertiveness (Dosier, 
Case, and Keys 1988, Falbe and Yuk! 1992, Keys et al 1987, 
Mowday 1978), coalition building (Falbe and Yukl 1992), 
and upward appeal (Kipnis and Schmudt 1988, Wayne et al 
1997) on compliance Similarly, prior literature that has 
examined the manifest influence of individuals on organiza- 
tional teams shows that strategies, such as legalistic pleas 
(Venkatesh, Kohli, and Zaltman 1995), reduce the 1ndivid- 


ual's manifest influence on the buying center In a related 
vein, Tellefsen (2006, p 65) argues that adoption of strategies 
such as upward appeal generates “resentment and therefore 
will diminish relational support" for the 1ndividual within the 
organization Thus, the follows hypotheses are posited 


H4 Assertiveness 1s inversely related to compliance 
Hs Coalition building 1s inversely related to compliance 
Hg Upward appeal 1s inversely related to compliance 


Hypothesis: Interaction Effects Between Influence 
Strategies 


Rationality (Cespedes 1995, Rackham and De Vincentis 
1999) and assertiveness (Rasmusson 1999) have been 1den- 
tified as key success drivers in the field of personal selling 
In other words, salespeople are encouraged to adopt a fact- 
based means of communicating with targets and to be per- 
sistent in the face of avoidance/rejection by the target 
Although these observations have been made in the 
salesperson-external customer context, field interviews 
with both salespeople and product managers conducted for 
the purposes of this study confirmed the importance of 
rationality and assertiveness (most notably, the persistence 
aspect of this construct) 1n the 1ntraorganizational context of 
securing product modifications as well Accordingly, the 
interaction (or combined) effects of the rationality and 
assertiveness influence strategies on product management 
team compliance are investigated 

Because 1t entails a voluntary change 1n the target's per- 
ceptton of a proposal through the use of facts and logic, 
rationality as an influence strategy does not result 1n a felt 
(by the target) constraint on behavioral freedom In con- 
trast, as a result of bypassing the target's perceptions and 
focusing directly on changing the target's behavior through 
force and persistence, it 1s expected that the assertiveness 
influence strategy will create a felt constraint of behavioral 
freedom within the target Consequently, 1n line with reac- 
tance theory (Brehm 1966, 1972, 1989), it 1s expected that 
the positive effect of rationality on compliance will be 
muted when ıt 1s coupled with assertiveness 

Note that though this rationale could be used to predict 
interaction effects among all compliance-generating (ratio- 
nality, exchange, and ingratiation) and compliance-1mpeding 
(assertiveness, coalition building, and upward appeal) influ- 
ence strategies (see Figure 1), attention 1s restricted to the 
interaction between rationality and assertrveness because of 
indications both from prior research and from field inter- 
views that these strategies are key to securing changes in 
target behavior On the basis of the preceding discussion, 
the following hypothesis 1s submitted for empirical testing 


H, The positive effect of rationality on compliance ts attenu- 
ated when assertiveness 1s high 


Hypotheses: Moderating Effects of Salesperson 
Trustworthiness on the Main Effects 


In the context of the current research, salesperson trustwor- 
thiness refers to the product management team’s perception 
that the salesperson is able and benevolent and that he or 
she 1s a person of integrity (Mayer, Davis, and Schoorman 


1995) It 1s expected that salesperson trustworthiness will 
moderate (1 e, enhance/mitigate) the impact of each influ- 
ence strategy on compliance The subsequent discussion 
develops these moderator effects 1n greater detail 


Moderating effect of trustworthiness on rationality 
Given that the costs of implementing a product modifica- 
tion proposal are typically incurred ın the short run with the 
payback emerging over the long run, it 1s essential for the 
salesperson's payback projections to be regarded as credible 
by the product management team for these projections to 
have an impact on the product management team's belief 1n 
the viabihty of the salesperson's proposal Accordingly, 
salesperson trustworthiness—that 1s, the product manage- 
ment team's assessment that the salesperson 1s able, benev- 
olent, and a person of high integrity—underlies the 1mpact 
of rationality on compliance Thus, when salesperson trust- 
worthiness 1s high, ıt 1s expected that the positive effect of 
rationality on compliance will be stronger than when sales- 
person trustworthiness 1s low 

Prior research on source credibility (Atkin and Block 
1983, Wilson and Sherrell 1993, see also Hovland and 
Weiss 1951) and source attractiveness (Freedman and Fried- 
man 1979, Wilson and Sherrell 1993, see also Kang and 
Herr 2006) 1n the advertising literature provides empirical 
evidence for a positive relationship between these source 
characteristics and target persuasion (1e, the extent to 
which the source persuades the target) On the basis of this 
extensive body of empirical knowledge and the conceptual 
rationale discussed previously, the following hypothesis 1s 
submitted 


Hg The positive effect of rationality on compliance 1s 
enhanced when salesperson trustworthiness 1s high 


Moderating effect of trustworthiness on exchange and 
ingratiation Given the different wordviews between sales- 
people and product development teams (Workman 1993), 
there 1s immense potential for goal conflict (Tellefsen and 
Eyuboglu 2002) In such an environment, although the 
salesperson may reach out to the product development team 
through exchange and ingratiation, 1t 1s likely that the per- 
ceptual gulf prevents the latter from responding favorably to 
the former To the extent that a product development team 
regards a salesperson as trustworthy, however, that sales- 
person ıs able to reduce the product management team’s 
perceived goal conflict Consequently, it 1s expected that the 
product management team will be more receptive to the 
salesperson's relational bonding overtures as manifest 
through exchange and ingratiation On the basis of the pre- 
ceding, the following hypotheses are submitted 


Hg The positive effect of exchange on compliance 1s 
enhanced when salesperson trustworthiness 1s high 


Hig The positive effect of ingratiation on compliance 1s 
enhanced when salesperson trustworthiness 1s high 


Moderating effects of trustworthiness on assertiveness, 
coalition building, and upward appeal Given that influence 
attempts do not occur ın isolation but rather in the context 
of a preexisting relationship, it 1s contended that a product 
management team's assessment of the salesperson over the 
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course of their relationship will affect the effectiveness of 
any influence strategy that 1s deployed 1n a given instance 
Specifically with respect to the effects of assertiveness, 
coalition building, and upward appeal, when salesperson 
trustworthiness 1s high (1e, the product management team 
regards the salesperson as trustworthy), there will be a 
greater proclivity on the part of the product management 
team to understand and accept the salesperson's message 
Thus, 1t 15 expected that the causal chain connecting these 
influence strategies to compliance, as explicated by reac- 
tance theory (Brehm 1966, 1972, 1989), will not hold when 
salesperson trustworthiness ıs high In other words, when 
product management teams believe that the salesperson 1s 
trustworthy, 1t 1s expected that despite salesperson use of 
the assertiveness, coalition. building, and upward appeal 
influence strategies, the product management team will not 
perceive or experience a restriction in its behavioral free- 
dom because the team is more willing to internalize the 
salesperson’s message Conversely, when salesperson trust- 
worthiness 1s low, the salesperson's message 1s not internal- 
ized by the product management team, and as a result, reac- 
tance 1s high Accordingly, the following hypotheses are 
submitted for empirical testing 


H; The inverse effect of assertiveness on compliance is 
attenuated when salesperson trustworthiness 1s high 

Hiz The inverse effect of coalition building on compliance ts 
attenuated when salesperson trustworthiness 1s high 


H;4 The inverse effect of upward appeal on compliance 1s 
attenuated when salesperson trustworthiness 1s high 


Effect of Product Management Team Compliance 
on Market Performance 


At the organizational level, product management team com- 
pliance with the salesperson’s product modification pro- 
posal means that the organization is responsive to changing 
customer conditions and demands It 1s expected that such 
organizational responsiveness will be positively related to 
market performance On the basis of the review of pnor 
research, two key explanations for this relationship are 
identified First, drawing from open systems theory (Katz 
and Kahn 1978), it ıs argued that because salesperson prod- 
uct modification proposals are based on real-time informa- 
tion regarding changes in the customer environment, prod- 
uct management team compliance with these proposals 
ensures that the organization 1s adapting ın a timely way to 
changes in the customer environment, thus increasing its 
chances of long-term growth and survival Second, drawing 
from recent marketing strategy literature, 1t 1s argued that 
organizational responsiveness to changes in customer 
demands/conditions fosters customer satisfaction (Ander- 
son, Fornell, and Lehmann 1994) and has the potential to 
create first-mover advantage (Kerin, Varadarajan, and Peter- 
son 1992), both of which 1n turn enhance market perfor- 
mance Recent empirical studies by Homburg, Groz- 
danovic, and Klarmann (2007) and Jayachandran, Hewett, 
and Kaufman (2004), among others (eg, Jaworski and 
Kohli 1993), provide empirical support for these arguments 
Accordingly, the following hypothesis 1s submitted 


H,4 Compliance ıs positively related to market performance 
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Control Variables 


To account for the possibility that the product management 
team's decision to modify the product 1s the result of forces 
other than the salesperson’s influence, ıt was necessary to 
control for the extent to which the salesperson’s proposal 
was consistent with the feedback that the team was hearing 
from other sources Relatedly, the magnitude of the modifi- 
cation being proposed and the frequency with which modi- 
fications were being proposed were controlled for because 
these factors are expected to affect the extent to which the 
particular modification proposal under consideration would 
be adopted In addition to characteristics of the proposed 
modification, three salesperson characteristics are controlled 
for salesperson work experience, track record, and sex 


Method 


Research Context and Survey Respondents 


The research context comprised organizations within three 
Standard Industrial Classification (SIC) codes 35 (indus- 
trial machinery and equipment), 36 (electronic and other 
electrical equipment), and 37 (transportation equipment) 
These industries were chosen for two reasons Furst, prior 
research (Heide and John 1990, 1992) has shown that firms 
in these industries express their interest in developing long- 
term relationships with customers by being responsive to 
evolving customer preferences, with the sales function in 
particular playing a key role 1n this process (see Homburg, 
Jensen, and Krohmer 2008, p 145) Second, field inter- 
views with sales managers, product managers, and sales- 
people in these industries consistently revealed that the core 
phenomenon of this research— namely, salesperson efforts 
to influence changes in the organization's market offering— 
was regarded as both an important activity and one that was 
in widespread existence 

Reflecting the focus on small manufacturing organiza- 
tions, the typical firm in the sample had annual sales reve- 
nues of $21 million Total employee base was 70 employ- 
ees, 12 of whom were directly responsible for sales 

From a comprehensive review of the literature on the 
use of influence strategies, Atuahene-Gima and Li (2000, p 
457) note that “the use of the target as a respondent may be 
the most useful in assessing the antecedents and outcomes 
of the influence tactics of the source” Accordingly, the 
primary source of data collection was the product manager, 
with additional product management team member data 
(eg, research-and-development manager, marketing 
manager) being used to corroborate product manager data 
Product managers in organizations across these three SIC 
codes were contacted and asked to serve as key respondents 
on an episode that occurred between 6 and 12 months previ- 
ously, in which a salesperson attempted to influence 
changes in a product As representatives of their product 
management teams, product managers were asked to pro- 
vide data on all the model vanables With respect to sales- 
person trustworthiness, product managers were asked to 
provide data on their team’s assessment of salesperson 
trustworthiness both before the commencement of the influ- 
ence episode and after this episode This made 1t possible to 


assess whether the influence strategies the salesperson 
adopted 1n the recent episode affected the product manage- 
ment team's assessment of salesperson trustworthiness 
However, note that the trustworthiness construct that 
appears 1n the model refers only to trustworthiness before 
the commencement of the influence episode 

In addition to providing data on a recent influence 
episode, product managers were asked to 1dentify the sales- 
person by name, to provide details on the modification 
being proposed, and to provide contact 1nformation on an 
additional member of the product management team The 
nominated additional members were contacted, and their 
data were used to corroborate product manager assessments 
of salesperson (prior) trustworthiness, compliance, and the 
product’s market performance 


Measure Development and Pretest 


Measure development entailed creating items to map out 
the domain of each construct in the model (Churchill 1979) 
Items were created either by modifying items from existing 
scales or through insights gleaned from field interviews ! A 
qualitative pretest of the questionnaire was conducted with 
interviews with two academics, three sales managers, two 
product managers, and two salespeople On the basis of 
these interviews, several items were revised for clarity, and 
others were eliminated because they were considered 
redundant In addition, new items were created to measure 
constructs that were not being comprehensively measured 
by the existing items The questionnaire was subsequently 
pretested with a small sample of product managers Of the 
100 questionnaires mailed out, 21 (product manager 
respondents) completed surveys were returned after two 
weeks Responses from this pretest led to further item elim- 
inations and/or modifications 


Sampling Frame and Data Collection 


The sampling frame comprised all the manufacturers in 
Canada within the three SIC codes (n = 861) drawn from 
the Dun & Bradstreet database The database provided the 
name of a product manager for each organization, who was 
then contacted by telephone with a request to participate 1n 
the survey The survey was mailed to those who could be 
reached (after three call backs) and agreed to participate 
Of the 861 product managers, 473 agreed to participate 
in the study Two weeks after the mailing of the question- 
naire, reminder postcards were sent out The survey was 
closed four weeks after the initial mailing, and 149 com- 
pleted surveys were received (response rate = 315%) In 
addition to providing data on all the model variables, survey 
respondents were asked to identify the salesperson on whom 
they were reporting, as well as the name of another member 
of the product management team who could be contacted 
for additional perspectives on the influence episode under 
consideration Of the 149 additional product management 


lFifteen people were interviewed who were not part of the sam- 
pling frame Face validity of the conceptual model was assessed in 
these interviews In addition, comments were used to construct 
scale 1tems 


team members approached for a short telephone survey, 
data were obtained from 77 The additional data were used 
as a validity check on the product manager data 


Measures 


Intraorganizational | influence strategies Kipnis, 
Schmidt, and Wilkinson (1980) developed scales to mea- 
sure each of the 1ntraorganizational influence strategies that 
they identified in their typology, and these scales were sub- 
sequently refined by Schriesheim and Hinkin (1990) The 
current research draws from Schrieshim and Hinkin's scales 
to measure salesperson use of each of these influence strate- 
gies Note that respondents were requested to focus on an 
influence episode that occurred 6-12 months before the 
date of their response to the survey This time frame reduces 
affective bias while making it possible to study the market 
performance implications that arise from the use of these 
influence strategies 


Compliance On the basis of prior literature (Payan and 
McFarland 2005), a five-item scale was developed that 
captures the extent to which the product management team 
actually 1mplements the modifications the salesperson 
proposes 


Salesperson trustworthiness Mayer and Davis (1999) 
developed scales to measure the three dimensions of trust- 
worthiness—ability, benevolence, and integnty The current 
research uses these scales to measure salesperson 
trustworthiness 


Market performance On the basis of prior discussions 
and measures of the market performance of products (Sethi 
2000, Seth: and Iqbal 2008), a five-item scale was devel- 
oped that captures various types of outcomes, including 
market share and profit margin Recall that the respondents 
were asked to report on an influence episode that occurred 
between 6 and 12 months before the date of responding to 
the survey By specifying the last 3 months as the time 
frame for market performance, 1t was possible to assess the 
extent to which salesperson influence affects the outcomes 
that are generated by the product in the marketplace 


Controls The control variables—three proposed modifi- 
cation characteristics (consistency, magnitude, and fre- 
quency) and three salesperson characteristics (work experi- 
ence, track record, and sex)—were measured using scales 
that were either adapted from prior research or developed 
for the purposes of this research (e g , consistency, magni- 
tude, and frequency) The scale items appear 1n the Appen- 
dix, and information regarding scale reliabilities and other 
descriptive statistics appears in Table 1 


Results 


Measure Validation 


In line with Churchill’s (1979) and Gerbing and Anderson’s 
(1988) recommendations, the measures were purified 1n 
three stages In Stage 1, the 1tem-to-total correlations were 
examined for each scale, and low-scoring items were elimi- 
nated In Stage 2, the remaining items were submitted to an 
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TABLE 1 
Correlations and Descriptive Statistics 





Variables 1 2 3 4 5 6 

1 Consistency 1 00 

2 Magnitude 08 100 

3 Frequency 07 03 100 

4 Track record 04 14 07 100 

5 Experience 18 21 -16 19 100 

6 Sex —06 01 08 23 34 100 

7 Rationality 16 35 01 19 10 08 

8 Exchange 03 09 21 26 06 01 

9 Ingratiation ~Q1 24 23 21 -02 13 
10 Assertiveness 07 06 -09 08 -08 Q0? 
11 Coalition building 04 27 07 17 08 04 
12 Upward appeal — 12 03 - 03 O3 -—01 09 
13 Trustworthiness 23 23 Ol 32 17 04 
14 Compliance 17 -13 -05 19 11 -03 
15 Market performance 13 09 04 12 03 01 
M 368 338 396 326 301 68 
SD 74 86 69 93 45 47 
Number of tems 1 1 1 4 4 1 
Construct reliability NA NA NA 68 89 NA 


7 8 9 10 11 12 13 14 15 
100 

24 100 

15 18 100 
—07 -02 -27 100 

36 33 026 -12 100 

02 16 -17 05 21 100 

47 23 03 -16 -17 —31 100 

35 31 09 -01 -16 -31 27 100 

18 20 02 05 02 06 10 46 100 
377 317 423 298 318 371 351 331 351 

87 63 41 77 82 64 72 106 106 

4 5 6 6 4 4 17 5 5 

76 88 77 84 4 73 88 75 84 


Notes All correlations > 14 ( 19) are statistically significant at p < 05 (01) NA = not applicable 


exploratory factor analysis (maximum likelihood, oblique 
rotation) After the 1tems with high cross-loadings were 
eliminated, the data were submitted to confirmatory factor 
analyses (CFAs) 

Given the sample size (n = 149), a global CFA using all 
52 items across the nine constructs that were measured 
using multi-item scales could not be conducted, because it 
violates the recommended ratio of five observations per 
item (Hair et al 1995, Homburg and Jensen 2007) Accord- 
ingly, a series of CFA models was constructed, with each 
model dedicated to examining the factor structure of the 
scales of theoretically related constructs Thus, CFA Model 
1 examined the factor structure of the multi-item scales that 
were used to measure the six influence strategies (y? = 
5512, df = 260, average off-diagonal standardized resid- 
ual = 04, comparative fit index = 95), CFA Model 2 exam- 
1ned the factor structure of the scales used to measure com- 
phance and market performance (y? = 69, df = 34, average 
off-diagonal standardized residual = 02, comparative fit 
index = 98), and CFA Model 3 examined the factor struc- 
ture of the scales used to measure the three dimensions of 
trustworthiness ability, benevolence, and integrity (y? = 
241, df = 116, average off-diagonal standardized resid- 
ual = 04, comparative fit index = 93) 

As indicated, the models suggest a good fit to the data 
By way of additional analyses, the factor loading of each 
item in each model was examined to establish convergent 
validity, and Anderson and Gerbing’s (1988) procedure was 
followed to establish discriminant validity by comparing the 
fit of each of the aforementioned models with alternative 
models, ın which the correlations between construct pairs 
were sequentially constrained to unity In terms of provid- 
ing support for convergent validity, the results showed that 
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all the factor loadings were statistically significant (the low- 
est factor loading across all constructs and items was 63, 
p < 01) Similarly, in terms of providing support for dıs- 
criminant validity, the results showed that the "free" models 
outperformed the “constrained” models 1n all cases (differ- 
ence in Y? = 1903, df = 1, p < 001 was the lowest differ- 
ence) Collectively, these results provide substantial support 
for the validity of the measures used 1n this study 


Testing for Respondent Knowledgeability and 
Bias in the Data 


Knowledgeabihty of the key informants (1 e , product man- 
agers) was ascertained by asking them to report on an 
episode 1n which a salesperson tried to secure modifications 
to a product that was under this manager's purview À direct 
self-report measure of their knowledgeability was also col- 
lected, managers scored themselves on the following item 
"How knowledgeable are you with respect to the issues 
raised 1n the survey?" (1 = “not at all knowledgeable," and 
5 = “highly knowledgeable”) The mean score on this item 
was 46, thus providing evidence for respondent knowl- 
edgeability Relatedly, the additional product management 
team members who were subsequently surveyed were asked 
to report the extent to which the product manager was 
knowledgeable about the issues raised in the survey The 
mean score on this 1tem was 4 8, thus providing additional 
evidence for the knowledgeability of the key respondents 
(Kumar, Stern, and Anderson 1993) 

Given that data on all the model variables were obtained 
from a single respondent (1e , product managers), there 1s 
potential for self-report bias Accordingly, several steps 
were taken to ascertain that the data were free from such 
bias Specifically, three types of self-report bias were exam- 


ined social desirability bias, common methods bias, and 
nonresponse bias Social desirability bias was assessed in 
two ways (1) by examining the correlation between prod- 
uct manager assessment of compliance with the sales- 
person’s proposal and the additional product management 
team member’s assessment of the same construct and (2) by 
substituting the product manager’s assessment of team com- 
pliance with the additional team member's assessment of 
the same 1n a regression equation 1n which compliance was 
regressed on the influence strategies Evidence of a high 
correlation between product manager reported compliance 
and additional team member reported compliance (r = 73, 
p < 001), as well as an identical (ın terms of statistical sig- 
nificance) set of regression results using both product 
manager reported compliance and additional team member 
reported compliance as dependent variables, negates the 
possibility of a social desirability bias in the data 

The threat of common methods bias was assessed using 
both the traditional Harman’s one-factor test and the more 
recent “marker variable approach” advocated by Malhotra, 
Kim, and Patil (2006, p 1868) The results from the com- 
mon factor analysis (orthogonal rotation) showed that the 
first factor accounted for only 19% of the overall variance 
(77%), thus reducing the likelihood of the threat of common 
methods bias (Podsakoff and Organ 1986) In light of the 
limitations associated with this test (Podsakoff et al 2003), 
common methods bias was also tested for using the marker 
variable approach Because the correlation between ratio- 
nality and frequency (r = 01) was used as a proxy for the 
marker variable, all the correlations between all the inde- 
pendent and dependent variables ın the model were reesti- 
mated The "adjusted" correlation coefficients (1 e , correla- 
tions adjusted for common methods variance) were not 
different from those reported 1n Table 1, thus providing 
additional evidence against the existence of common meth- 
ods bias 1n the data 

Armstrong and Overton's (1977) procedure was used to 
test for nonresponse bias The results showed that there 
were no statistically significant differences between the 
early (defined as the first one-third of the questionnaires 
received) and late (defined as the last one-third of the ques- 
tionnaires received) respondents across the substantive and 
control variables, thus reducing the likelihood of nonre- 
sponse bias After the data sources were established as 
knowledgeable and after the possibilities of self-report, 
nonresponse, or common methods bias were dismissed, the 
data were submitted for formal hypothesis testing 


Hypothesis Testing 


The conceptual model was tested 1n two stages In Stage 1, 
the relationships between the 1nfluence strategies and com- 
pliance was examined using a hierarchical regression 
model In Stage 2, the role of compliance as a mediator 
between influence strategies and market performance was 
ascertained using Baron and Kenny's (1986) approach 
Each of these stages 1s described 1n turn 

A hierarchical regression model comprising three equa- 
tions (or steps) was used to test the predicted relationship 
between the influence strategies and compliance Equation 
1 contained only the control variables in the conceptual 


model In Equation 2, the main effects of the six influence 
strategies and trustworthiness were added to the control 
variables Finally, in Equation 3, the hypothesized interac- 
tions between the influence strategies and trustworthiness 
were incorporated into the model In regression equations 
that contain both 1ndependent variables and their con- 
stituent interaction terms, the potential for multicollinearity 
is high Accordingly, mean-centered data were used to cur- 
tail this potential, ın line with Aiken and West’s (1991) rec- 
ommendations The results showed that the highest variance 
inflation factor across all three equations was 2 3, which 1s 
well below the multicollinearity indicating a threshold value 
of 10 (Neter, Wasserman, and Kutner 1990) This rules out 
the possibility that the research findings are a function of 
multicollineanty 1n the data 

The results of the hierarchical regression model appear 
in Table 2 Note that of the 14 hypotheses, only 3—(1) the 
main effect of ingratiation (H4), (2) the main effect of 
assertiveness (H4), and (3) the moderating effect of sales- 
person trustworthiness on the effect of ingratiation (H;9)— 
were not supported The next section presents a discussion 
of the results ın terms of their theoretical and managerial 
implications 


Discussion 


With respect to the first research question—How do sales- 
people influence product modifications?—the literature on 
intraorganizational influence strategies was drawn from to 
identify six influence strategies that salespeople can use to 
secure product management team compliance Consistent 
with expectations, the results from the empirical research 
show that rationality and exchange have a positive effect on 
product management team compliance and that coalition 
building and upward appeal have an 1nverse effect Contrary 
to expectations, neither ingratiation nor assertiveness had their 
intended (positive and inverse, respectively) effects on com- 
pliance The rationale for the supported results was discussed 
previously, so the nonsignificant results are the focus here 

Although there 1s considerable theoretical and empirical 
support for the positive effect of source ingratiation on tar- 
get compliance, research investigating the ingratiation- 
compliance relationship specifically ın the upward influ- 
ence context has found the effect to be muted (e g , Graven- 
horst and Boonstra 1998, Yukl and Falbe 1990) By way of 
explanation, Yukl and Tracey (1992, p 527) note, “Compli- 
ments and flattery are more credible when the status and 
power of the agent 1s greater than that of the target" Thus, 
the lack of organizational position—based credibility 1s 
offered as a potential explanation for the null effect of sales- 
person use of ingratiation on product management team 
compliance Furthermore, the results show that even when 
“relationship-based credibility" 1s present (1e, salesperson 
trustworthiness 1s high), the lack of organizational posi- 
tion-based credibility stymies the effectiveness of source 
ingratiation on target compliance 

Whereas prior research has suggested that ingratiation 1s 
used least frequently 1n the upward influence context (Yukl 
and Falbe 1990), note that 1ngratiation has both a high mean 
and low standard deviation (see Table 1) 1n the data, sug- 
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TABLE 2 
Compliance: Effects of Control Variables, Main Effects, and Moderator Effects 


Equation 1 (Dependent 


Independent Variables Variable = Compliance) 
Consistency 19 (t= 2 68, p< 001) 
Magnitude — 06 (t«—1 10, p«ns) 
Frequency —11(t=-1 26, p=ns) 
Track record 23 (t= 3 41, p < 001) 
Experience 09 (t= 120, p=ns) 
Sex -02 (t= 23, p=ns) 
Rationality 

Exchange 

Ingratiation 

Assertiveness 


Coalition building 
Upward appeal 


Equation 2 (Dependent 
Variable = Compliance) 


19 (t= 268, p< 001) 
— 06 (tz -1 10, p« ns) 
—11(t2—126, p=ns) 

23 (t = 341, p< 001) 

09 (t = 120, p-ns) 
—02(t- 23, p=ns) 

42 (t= 7 79, p< 001) 

36 (t= 5 70, p< 001) 

01 (tz 05,p-ns) 
—11(t2-126,p-«ns) 
— 18 (tz —2 51, p< 001) 
— 37 (t = 5 73, p< 001) 


Equation 3 (Dependent 
Variable = Compliance) 


14 (t2 171, p< 05) 
—06 (tz —110,pzns) 
— 18 (t2 -1 56, p< 10 

23 (t = 3 41, p < 001) 

09 (t= 120, p=ns) 
-02 (t= 23, p-ns) 

37 (t = 5 73, p< 001) 

31 (t=498, p< 001) 

01 (t= 05, p-ns) 
-11 (t=-126,p=ns) 
— 16 (t= -2 14, p< 01) 
— 84 (t = 5 13, p< 001) 


Trustworthiness 

Rationality x assertiveness 
Rationality x trustworthiness 
Exchange x trustworthiness 
Ingratiation x trustworthiness 


Assertiveness x 
trustworthiness 
Coalition building x 
trustworthiness 
Upward appeal x 

trustworthiness 


Adjusted R? 02 


Notes Cells include unstandardized beta (t-value, one-tailed p-value) n s 


gesting that ıt ıs an extensively used strategy 1n the upward 
influence context An explanation for the high usage of this 
strategy despite 1ts lack of effectiveness 1n generating com- 
pliance might be that ingratiation 1s acting as a "hygiene" 
(Herzberg 1964) influence strategy in this context That 1s, 
although its presence does not necessarily induce benefits 
for the source, 1ts absence can trigger significant losses 
Recall that reactance theory (Brehm 1966, 1972, 1989) 
was drawn from 1n positing an inverse relationship between 
source assertiveness and target compliance A potential 
explanation for the nonsignificant effect obtained 1s that, in 
and of itself, target assertiveness may not be sufficient to 
foreclose the target’s behavioral options Consistent with 
this explanation, prior research that has investigated the 
effects of assertiveness specifically in the context of upward 
influence has concluded that assertiveness as an influence 
strategy works best when 1t is coupled with source exercise 
of a coercive power base (Gravenhorst and Boonstra 1998, 
Yukl and Falbe 1990, Yukl and Tracey 1992) In other 
words, without the ability to punish the target for noncom- 
pliance, source actions, such as setting compliance dead- 
lines for the target, appear to be of limited effectiveness 
Because salespeople use a mix of influence strategies 
over the course of their attempt to secure product modifica- 
tions, the interaction effects of two influence strategies 
deemed to be especially important for effective selling were 
examined rationality and assertiveness Consistent with the 
reactance theory—based prediction, the results showed that 
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29 (t= 4 56, p< 001) 23 (t2 341, p< 001) 
—17 (t=-229, p< 01) 
33 (t= 5 09, p< 001) 
20 (t2 279, p< 001) 


05 (t= 102, p2 ns) 
20 (t2 2 79, p< 001) 
15 (t2 199, p< 01) 


31 (t= 498, p< 001) 
16 39 


= not significant 


assertiveness undermines the positive effect of rationality 
on compliance 2 

With respect to the second research question—namely, 
the moderating effect of trustworthiness on the impact of 
the intraorganizational influence strategies on compli- 
ance—note that with the exception of ingratiation, which 
yielded a nonsignificant result, salesperson trustworthiness 
moderated the impact of the other intraorganizational strate- 
gies on compliance in the manner predicted In other words, 
consistent with expectations, salesperson trustworthiness 
enhanced the effect of rationality and exchange and muted 
the impact of assertiveness, coalition building, and upward 
appeal Collectively, these results for the moderating effects 
of trustworthiness make a strong case for the importance of 
considering the background context when assessing the 
impact of influence strategies, a consideration found to be 
lacking in the prior literature 

Finally, in terms of the third question—namely, the 
impact of product management team compliance on the 
market performance of the modified product—consistent 
with the expectation derived from the organizational 
responsiveness literature (Homburg, Grozdanovic, and 
Klarmann 2007, Jayachandran, Hewett, and Kaufman 


2The interaction effects of two of the strongest influence strate- 
gies 1n the data set—namely, rationality and upward appeal— were 
also examined As with assertiveness, the results showed that 
upward appeal attenuated the positive effect of rationality on 
compliance 


2004), the results show that after a range of factors are con- 
trolled for, listening to the salesperson matters It has a posi- 
tive 1mpact on the product's performance in the marketplace 


Practical Contributions 


Although prior research discusses salesperson motivation to 
participate in product design decisions and documents the 
extent of salesperson participation in these decisions (eg, 
Judson et al 2006), 1t offers little advice to salespeople in 
terms of the strategies they should deploy/avoid and the 
type of reputation they should cultivate with product man- 
agement teams to ensure that their product modification 
proposals are actually 1mplemented 

With respect to the influence strategies they should 
deploy, the results of the current research provide strong 
support for the deployment of two influence strategies 
rationality and exchange Similarly, with respect to the 
influence strategies they should avoid, the results provide 
strong support for the avoidance of coalition building and 
upward appeal A discussion of these results with five sales- 
people indicated that the recommendation to engage in 
rationality was consistent with what they regarded as best 
practice, and the recommendation to avoid coalition build- 
ing and upward appeal was consistent with their intuition 
However, the significant relationship between exchange and 
compliance came as a surprise to them Accordingly, spe- 
cific action proposals were developed to help salespeople 
implement the exchange influence strategy 

A discussion with seven product management teams 
indicated that a product management team looks to sales- 
people for assistance 1n three key areas (1) securing cus- 
tomer feedback on new product ideas/prototypes, (2) 
arranging access to key customers (e g , lead users), and (3) 
persuading customers to adopt the innovations that are 
developed by the product management team (see also Jud- 
son et al 2006, McDougal and Smith 1999) By facilitating 
these tasks for the product management team, the results 
from research show that salespeople can leverage the ensu- 
ing goodwill to influence the product management team to 
1mplement their desired product modifications 

In addition to providing guidance on the types of influ- 
ence strategies they should deploy/avoid, this research also 
emphasizes the importance for salespeople to develop a 
reputation for trustworthiness among product management 
teams A track record of behavior that demonstrates benev- 
olence, integrity, and capability enables salespeople to 
secure their desired product modifications 1n terms of both a 
direct main effect and an indirect effect—namely, the abil- 
ity to enhance the positive impact of influence strategies, 
such as rationality and exchange 

As the results demonstrate, product management team 
compliance with salesperson proposals for product modifi- 
cations has a positive 1mpact on the product's market perfor- 
mance Consequently, this research has implications beyond 
salespeople, for the organization as a whole For product 
management teams, a concrete takeaway 1s that they should 
indeed listen to their salespeople’s proposals and insights 
and act on them because this has a direct and positive 
impact on the performance of the products they manage 


Limitations and Future Research Directions 


There are research limitations in two domains—methodo- 
logical and theoretical—that yield opportunities for further 
research From a methodological perspective, the use of a 
single source (product managers) to report on all the 
variables in the model creates potential limitations 
Although precautions (discussed previously) were taken to 
ensure that the data were free from different types of bias, 
data from different sources for the independent and depen- 
dent variables would provide a more rigorous test of the 
hypotheses Relatedly, the cross-sectional survey design, for 
which respondents were drawn from a small set of 1ndus- 
tries, creates two limitations a lack of evidence for the 
causal claims that are implied within the model and a lack 
of support for the implied generalizability of the model To 
fully address the causal claims implied ın the model, further 
research should explore either longitudinal survey designs 
or experimental designs because both these methodological 
approaches require a temporal break in the collection of 
data across the independent and dependent variables The 
current model was tested with data from small manufactur- 
ing organizations in only three SIC codes, which places 
limits on the generalizability of the findings 

Recall that respondents were asked to report on an 
episode that occurred between 6 and 12 months before the 
study in which a salesperson attempted to influence 
changes in a product There may have been multiple 
instances during this period in which the salesperson 
attempted to achieve such mfluence The instructions did 
not provide respondents with clear selection rules to choose 
among these instances, and as such, they may have system- 
atically over- or underreported instances that were success- 
ful or unsuccessful both in terms of attained influence and 
market outcomes Further research should address this con- 
cern by providing more specific episode selection rules for 
respondents 

The core theoretical insight from this research pertains 
to the moderating role of trustworthiness 1n the relationship 
between the different influence strategies and compliance 
Further research could extend this core theoretical insight in 
two general ways (1) by developing a more fine-grained 
analysis of the moderating role of trustworthiness and (2) 
by identifying additional potential moderators of this rela- 
tionship In terms of the first case, further research should 
identify the specific dimension of trustworthiness (capabil- 
ity, benevolence, or integrity) that 1s most active in moderat- 
ing the effectiveness of each of these influence strategies 
Such a fine-grained study would provide a deeper and more 
sophisticated understanding of the moderating effect of 
trustworthiness than was observed 1n this research Current 
theory is not well developed enough to provide this, and as 
such, the first step will be to develop theory at this fine- 
grained level before it can be tested empirically 

With respect to identifying additional moderators, build- 
ing on the argument that assertiveness may need to be cou- 
pled with coercive power to be effective, note that though 
salespeople typically lack coercive power against the prod- 
uct management team, they may well have relatrve power 
(Emerson 1962) over the team as a result of the team’s 
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greater need for the salesperson's 1nsight and contribution 
than vice versa Thus, the relative power of the salesperson 
1n relation to the product management team should be taken 
1nto consideration, 1n particular, as a moderator of the effec- 
tiveness of assertiveness Further research should also 
explore the extent to which the salesperson's relative power 
moderates the impact of the other influence strategies on 
product management team compliance 


Appendix 
Respondents were required to focus on a product modifica- 
tion that was proposed by the salesperson between 6 and 12 
months before the date of filling out the questionnaire 
Unless noted otherwise, the anchors for all scale items were 
1 = “strongly disagree" and 5 = “strongly agree” 


Construct: Intraorganizational Influence 
Strategies (Adapted from Goebel, Marshall, and 
Locander 2006, Schriesheim and Hankin 1990) 


Rationality 
The salesperson 


1 Presented a detailed justification for their ideas to the prod- 
uct management team 

2 Presented facts, figures, or other related information to 
support their point of view 

3 Very carefully explained the reasons behind their request 


4 Used logic to convince the product management team of 
the validity of their ideas 


Exchange 
The salesperson 


1 Offered to do things to facilitate the product management 
team’s role in exchange for compliance with his/her 
request 


2 Reminded the product management team of past favors 
that they had done while making their case for a specific 
product modification 

3 Offered to do things to make the product management 
team's Job easier 1f we would comply with their proposal 


4 Offered to help with the product management team’s tasks 
if we would comply with the salesperson's proposal 


5 Offered the product management team a desired task bene- 
fit ın return for compliance with the proposal 


Ingratiation 
The salesperson 


] Emphasized the important role that the product manage- 
ment team plays 1n generating competitive advantage for 
the firm 

2 Was very polite when speaking with the product manage- 
ment team 

3 Was friendly with the product management team before 
making their request 

4 Went out of their way to make the product management 
team feel good about him/her 


5 Sympathized with the product management team about 
the challenges we face in getting things done within the 
organization 


Assertiveness 
The salesperson 
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1 Set a deadline for the product management team to do 
what they wanted 

2 Repeatedly reminded the product management team of 
what they wanted 


3 Pointed out to the product management team that organiza- 
tional rules required us to comply with the request 


Coalition Building 
The salesperson 


1 Obtained support from other units in the organization to 
back-up their position 


2 Obtained support from individuals within the marketing 
team to back-up their position 


3 Discussed their position widely across functional units 
within the organization ın order to generate support for 
their position 


4 Presented their position to other functional units within the 
organization (e g , operations) to secure their approval 


Upward Appeal 
The salesperson 


1 Appealed to senior management ın order to put pressure on 
the product management team 


2 Filed a report with senior management ın order to pressure 
the product management team to do what the salesperson 
wanted 


3 Requested the product management team to consult with 
senior management ın deciding whether or not to accept 
their position 


4 Obtained informal support for their position from senior 
management 


Construct: Trustworthiness (Adapted from Mayer and 
Davis 1999) 


The following statements refer to the product manage- 
ment team’s assessment of the salesperson before its discus- 
sions about the salesperson’s product modification pro- 
posal Please indicate the extent to which the product 
management team agrees with the following statements 3 


Ability 


1 This salesperson was very capable at performing their job 


2 This salesperson was known to be successful at the things 
they try to do 


3 This salesperson had much knowledge about what the 
organization needs to do to meet customer preferences 


4 We were very confident about this salesperson's skills 


5 This salesperson had specialized capabilities that could 
increase sales revenues for our organization 


6 This salesperson was well qualified 


Benevolence 


1 This salesperson was very concerned about our welfare 


2 Our needs and desires were very important to this sales- 
person 


3 This salesperson would not knowingly have done anything 
to undermine our activities 


3Trustworthiness was also measured using the present-tense 
version of these 1tems to capture the current level of salesperson 
trustworthiness The hypotheses were tested using both measures, 
and identical (in terms of statistical significance levels) results 
were obtained 


4 This salesperson really looked out for our well-being 
5 This salesperson would go out of their way to help us out 


Integrity 
1 This salesperson had a strong sense of justice 


2 We never had to wonder whether this salesperson would 
stick to their word 


3 This salesperson tried hard to be fair 1n their dealings with 
customers and functional umts within the organization 


4 This salesperson's actions and behaviors were not very 
consistent (reverse coded) 


5 We approved of this salesperson's values 


6 Sound principles seemed to guide this salesperson's 
behavior 


Construct: Compliance (Adapted from Kohli 1989, 
Payan and McFarland 2005) 


] The product management team went along with the sales- 
person's proposed modification 


2 The product management team implemented the sales- 
person's proposed modification 


3 The product management team accommodated what this 
salesperson wanted us to do 


4 The product management team adjusted the product 
according to the salesperson's proposal 


5 The product management team acted 1n order to accommo- 
date the salesperson's desire 


Construct: Market Performance (Adapted from Sethi 
2000, Seth1 and Iqbal 2008) 


Using the last 3 months as the time frame, please pro- 
vide your ratings on the following items 
Over the last 3 months 


1 The sales revenue generated by this product has increased 
2 The market share of this product has increased 


3 The profit margins associated with this product have 
increased 


4 Customer satisfaction with this product has increased 


5 We are happy with the performance of this product 1n the 
marketplace over the last three months 


Controls 


Constructs consistency of proposed change, magnitude 
of proposed change, frequency of change proposals, sales- 
person tenure, salesperson track record, and sex. 


Consistency of Proposed Change (New Scale) 
How consistent was the salesperson's proposed modifi- 
cation to the product with your data from other sources 


(e g , your independent market research, your own industry 
knowledge, accepted wisdom within your organization)? 


e Anchors 1 = “entirely consistent,” and 5 = “entirely 
inconsistent" 


Magnitude of Product Modification Request (New Scale) 
Modification of the product per the salesperson's 
request will require 


] Significant changes to our production processes 
2 Significant changes to our marketing campaign 
3 Significant changes to our other product lines 

4 Significant investment of company resources 


Frequency of Product Modification Requests (New 
Scale) 


1 This 1s the first time that that this salesperson has requested 
product modification (reverse scored) 


2 This salesperson seeks to modify our products all the time 


3 This salesperson has made many attempts 1n the past to get 
changes made to the features of the product that they are 
selling 


4 Thuis salesperson 1s always recommending changes to prod- 
uct features to ensure a good fit with customer preferences 


Salesperson Tenure 
How long has this salesperson worked for your 
organization? 


1 Less than 6 months 

Between 6 months and 1 year 

Greater than 1 year and less than 2 years 
Between 2 years and 3 years 

Greater than 3 years 


Ul 4 Wo ho 


Salesperson Track Record 

Where does this salesperson rank relative to their peers 
on their selling performance vis-à-vis your organization's 
customers? 


1 Bottom 25% 

2 Between 26% and 50% 
3 Between 51% and 75% 
4 Between 76% and 90% 
5 Between 91% and 100% 


Salesperson Sex 


eFemale (value = 0) 
eMale (value = 1) 
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Dynamic Effects Among Movie 
Ratings, Movie Revenues, and Viewer 
Satisfaction 


This research investigates how movie ratings from professional critics, amateur communities, and viewers 
themselves influence key movie performance measures (! e , movie revenues and new movie ratings) Using movie- 
level data, the authors find that high early movie revenues enhance subsequent movie ratings They also find that 
high advertising spending on movies supported by high ratings maximizes the movie's revenues Furthermore, they 
empirically show that sequel movies tend to reap more revenues but receive lower ratings than originals Using 
individual viewer-level data, this research highlights how viewers’ own viewing and rating histories and movie 
communities’ collective opinions explain viewer satisfaction The authors find that various aspects of these ratings 
explain viewers' new movie ratings as a measure of viewer satisfaction, after controlling for movie characteristics 
Furthermore, they find that viewers' movie experiences can cause them to become more critical in ratings over time 
Finally, they find a U-shaped relationship between viewers’ genre preferences and genre-specific movie ratings for 





heavy viewers 
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opinions about the quality of products and brands 
For example, movie critics make suggestions about a 
soon-to-be released movie's artistic and entertainment 
value, BusinessWeek hosts Robert Parker’s column recom- 
mending wines, Consumer Reports has long compared 
brands across numerous product categories, and so forth In 
addition, consumers are increasingly posting online evalua- 
tions of products and brands—for example, they review 
books on Amazoncom, movies on Netflix com, video 
games on Gamespot com, or restaurants on Citysearch com 
Consumers find judgments from both professional crit- 
ics and amateur communities to be helpful, in part because 
the sheer number of new products and the frequency of their 
launches (e g, weekly releases for movies) can be over- 
whelming for consumers in the choice process In addition, 
many such products appear wholly unique, so a comparison 
of the movies Terminator Salvation and X-Men Origins 
Wolverine or a comparison of the wines Argentinian Malbec 
and Italian Prosecco 1s difficult, thus, both critics’ and other 
ordinary consumers’ evaluations assist 1n decision making 


T» are numerous industries in which experts offer 


Sangkil Moon is Associate Professor of Marketing (e-mail smoon2@ 
ncsu edu), and Paul K Bergey is Associate Professor of Information Sys- 
tem (e-mail paul bergey Gncsu edu), Department of Business Manage- 
ment, North Carolina State University Dawn lacobucci is E Bronson Ingram 
Professor of Marketing, Owen Graduate School of Management, Vanderbilt 
University (e-mail dawn racobucciQ owen vanderbilt edu) The authors 
appreciate assistance from Natasha Zhang Foutz, Deepak Sirdeshmukh, 
and Glenn Voss They also thank the participants in the marketing semr- 
nar at North Carolina State University for their comments on a previous 
version of this article Finally, they acknowledge their indebtedness to the 
three anonymous JM reviewers 


© 2010, American Marketing Association 
ISSN: 0022-2429 (print), 1547-7185 (electronic) 


Professional critics commonly provide reviews and rat- 
ings, this 1nformation signals unobservable product quality 
and helps consumers make good choices (Boulding and 
Kirmani 1993, Kirmani and Rao 2000) Although amateur 
consumers can obtain useful information from critics, they 
are sometimes at odds with critics because of some funda- 
mental differences between the two groups in terms of 
experiences and preferences (Chakravarty, Liu, and 
Mazumdar 2008, Holbrook 1999, Wanderer 1970) There- 
fore, consumers often seek like-minded amateurs' opinions 
in various ways 

The recent development and proliferation of online con- 
sumer review forums, in which consumers share opinions 
on products, has had an enormous impact on the dynamics 
of word of mouth (WOM) by effectively connecting con- 
sumers (Chen and Xie 2008, Eliashberg, Elberse, and Leen- 
ders 2006, Godes and Mayzlin 2004, Godes et al 2005, 
Mayzlin 2006, Trusov, Bucklin, and Pauwels 2009) These 
online forums lower the product information search costs, 
which motivates consumers to seek such review information 
(Stigler 1961) After all, consumer communities’ collective 
opinions can have as much influence on other consumers’ 
choices as professional critics’ opinions. In addition to these 
two influence groups, consumers make choices 1n accor- 
dance with their own judgments based on past experiences 
in the given product category, which can be contrary to 
opinions from either professional critics or amateur com- 
munities In this sense, consumers are active information 
processors rather than passive information receivers 
(Bettman 1970) 

To provide a comprehensive evaluation of how product 
reviews and ratings influence consumers’ choices and satis- 
faction arising from their experiential consumption, we con- 
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sider the opinions from these multiple sources Such exter- 
nal and internal information sources are particularly 1mpor- 
tant 1n movie choice because viewers constantly face the 
problem of choosing satisfying movies among many new 
and existing ones Indeed, the development of the Internet 
has engendered movie rental service Web sites (e g , Net- 
flix, Blockbuster), on which members can access a wealth 
of movie review information with minimal effort Members 
can also post their own opinions with ease In such an envi- 
ronment, the influence of online member communities’ gen- 
eral opinions on movie choice 1s maximized (Chevalier and 
Mayzlın 2006, Liu 2006) Although the contributions of this 
research are intended to encompass multiple industries, we 
focus on the movie industry, 1n part because of its sizable 
financial contribution to the general economy ($10 billion 
in 2008 US box office ticket revenues according to 
www the-numbers com/market) 

This research attempts to highlight the relationships 
between product ratings and product financial perfor- 
mance—more specifically, various sources of movie ratings 
and movie performances (1e, movie revenues and viewer 
satisfaction)—while considering various movie quality 
characteristics (e g , movie costs, original versus sequel) To 
accomplish this objective, we conduct an empirical analysis 
at two levels the (aggregate) movie level and the (1ndivid- 
ual) viewer level First, we focus on the movie-level analy- 
sis to examine the two-way dynamic influences between 
movie ratings and movie revenues In this analysis, we view 
movie revenues as the collective results of individual view- 
ers’ choices In doing so, we focus on collective critics’ and 
amateur communities’ ratings for each movie but not on 
individual viewers’ ratings Second, to supplement this 
ageregate view, we examine how individual viewers’ movie 
consumption influences their postconsumption evaluations 
To do so, we conduct a viewer-level analysis, in which we 
test the influence of both the focal viewer's viewing and rat- 
ing history and the movie community's collective opinions 
on the focal viewer's new movie rating, while controlling 
for movie quality (1€ , movie characteristics) 

This two-level analysis approach enables us to examine 
the relationships between movie ratings and movie perfor- 
mances from complementary angles and to provide impor- 
tant managerial insights Importantly, the (macro) movie- 
level analysis captures moviegoers’ collective choices 1n the 
movie industry, whereas the (micro) viewer-level analysis 
taps into individual consumers’ postconsumption experi- 
ences We develop and test five hypotheses based on this 
two-way classification 

From a managerial perspective, on the basis of some 
key empirical findings, this research suggests that movie 
marketers should persistently promote movies that garner 
high ratings to sustain movie revenues and should cau- 
tiously consider sequels despite their originals’ commercial 
success For movie rental firms, this study provides insights 
into ways to recommend movies on the basis of the focal 
member's rating history, the member community’s overall 
movie rating patterns, and the movie’s charactenstics Net- 
flix maintains that approximately 60% of its members 
select movies according to movie recommendations tailored 
to their tastes In addition, our results should be applicable 


to other consumption situations 1n which consumers contin- 
ually face new products (eg, new books, new music 
albums) and determine the expected value of the new prod- 
ucts according to their own experiences, like-minded ama- 
teur communities’ general opinions, and critics’ profes- 
sional reviews 

In the following section, we discuss the theoretical 
background and develop hypotheses pertaining to the rela- 
tionships between movie ratings and performances Our 
empirical analyses test the hypotheses using both movie- 
level data and viewer-level data Finally, we discuss the 
managerial implications of our findings 


Hypotheses Development 


Movie-Level Effects: Movie Ratings and Revenues 
(H;~H3) 
Prior research has developed movie revenue evaluation 
models 1n various contexts, focusing particularly on theater 
revenues (Ainslie, Dréze, and Zufryden 2005, Eliashberg et 
al 2000, Jedidi, Krider, and Weinberg 1998) rather than on 
video revenues (Prosser 2002) Some research has also 
examined the impact of critics’ ratings and reviews on 
theater revenues Specifically, in an empirical examination, 
Eliashberg and Shugan (1997) find that critical reviews are 
correlated with late and cumulative box office receipts but 
not with early box office receipts, thus, they conclude that 
critics are predictors rather than influencers In contrast, 
some studies show that critics play a dual role as both pre- 
dictors and influencers (Basuroy, Chatterjee, and Ravid 
2003, Boatwright, Basuroy, and Kamakura 2007) Accord- 
ing to Reinstein and Snyder (2005), when movies receive 
high ratings from either critics or ordinary viewers, reve- 
nues increase Early high ratings can generate positive 
WOM that can spread to ordinary viewers 

Less obvious, however, 1s the hypothesis we test regard- 
ing whether strong revenues can subsequently generate 
more positive reviews during the course of the movie If we 
can confirm this reciprocating dynamic interaction between 
reviews and revenues, we would establish that high ratings 
effectively sustain high movie revenues and vice versa over 
the not-so-long life of the movie Our reasoning 1s sumilar to 
that of Duan, Gu, and Whinston (2008), who indicate that a 
unique aspect of the WOM effect 1s the presence of a posi- 
tive feedback mechanism between WOM and sales Simi- 
larly, Godes and Mayzlin (2004) theorize that commercially 
successful television shows can engender more buzz among 
ordinary viewers The enhanced buzz 1s usually positive for 
commercially successful movies because of the generally 
positive correlation between movie ratings and movie reve- 
nues In other words, movie viewers talk more about suc- 
cessful movies, which affects revenues and ratings, than 
unsuccessful movies Behavioral learning theory character- 
izes this dynamic process as vicarious learning because 
consumers learn from the market and the process positively 
reinforces their satisfaction (Nord and Peter 1980, Roth- 
Schild and Gaidis 1981) The favorable enhanced buzz from 
high-revenue movies contributes to enhanced movie ratings 
in following weeks because there are more viewers who had 
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positive experiences with the movie This relationship 1s 
strengthened by the mutual confirmation of the online com- 
munity environment composed of ordinary viewers 

Movie marketers are known to enhance advertising 
spending for movies that were commercially successful in 
preceding weeks, which in turn draws more positive 
reviews from movie viewers ! In other words, advertising 
can also play a role in confirming viewer satisfaction, which 
translates into higher movie ratings ın subsequent weeks 
(Spreng, MacKenzie, and Olshavsky 1996) Thus, we test 
the following hypothesis 


H, High movie revenues enhance subsequent movie ratings 


This hypothesis implies that early successful revenues 
from early adopters of new products serve as an information 
cue for late adopters’ purchases and satisfaction Word of 
mouth 1s known to be a powerful and effective force, assist- 
ing the diffusion of consumer packaged goods, durables, 
and services in the market Early commercial success 1s also 
a proxy of assurance of high quality from early adopters, a 
segment often acknowledged as experts in the relevant 
product category, as such, early sales figures lend credibil- 
ity to the product launch, which in turn enhances the prod- 
uct’s success 

The movie literature takes somewhat of a signaling 
theory's perspective, 1n that a consumer who witnesses the 
early commercial success of a movie can infer that the 
movie has qualities that make ıt popular and might also 
infer that the movie has artistic or creative ment The litera- 
ture maintains that the same quality signal from two 
sources—one from marketers (advertising) and the other 
from consumer communities (ratings)—can effectively 
influence consumers’ choices in the marketers’ favor by 
greatly reducing uncertainties about new products’ unob- 
servable quality (Karman: 1997, Nelson 1974) 

Some recent research suggests that 1n the movie 1ndus- 
try, certain signals may become less useful 1n the presence 
of others, for example, Basuroy, Desai, and Talukdar (2006) 
find the attenuating role of third-party information sources 
(eg, critics’ review consensus and cumulative WOM) on 
the strength of the adverting signal Other research argues 
that advertising and ratings indeed function synergistically, 
enhancing revenues when well-known movies (those with 
large budgets and heavy advertising) receive positive WOM 
(high movie ratings) (Basuroy, Chatterjee, and Ravid 2003, 
Liu 2006) To contribute to this line of inquiry, we also test 
an interactive hypothesis from analogous sources We pre- 
dict an interactive effect that advertising spending upgrades 
revenues further when ratings are more positive Our theo- 
nzing suggests that 1f movie ratings are positive, potential 
consumers are more likely to respond to the advertising, 
thus enhancing the effect of advertising on revenues 


lOur empirical analysis confirms this strategy as common prac- 
tice by movie marketers The correlation between weekly theater 
revenues (during the previous week) and weekly ad spending (dur- 
ing the current week) 1s positive and significant and increases over 
subsequent weeks This evidence indicates that movie marketers 
allocate their advertising money according to movies’ commercial 
successes as they adjust distribution intensity (1e , the number of 
screens) 1n response to the weekly theater revenues (Krider et al 
2005) 
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Note that both factors must be ın play, neither 1s suffi- 
cient on its own That 1s, positive ratings alone cannot 
effectively increase revenues, because not enough potential 
viewers know about the movie In addition, highly adver- 
tised movies cannot generate enough revenue without favor- 
able ratings from ordinary moviegoers, because negative 
WOM spreads more quickly for these types of movies than 
for others Yet we anticipate that neither piece of informa- 
tion 1s sufficient, because the effect 1s interactive and syner- 
gistic Our theorizing may be consistent with signaling 
theory, if both sets of signals are calibrated to be equally 
effective. Realistically, we acknowledge that one set of sig- 
nals may seem to be more diagnostic as a cue than another 
set (Lynch 2006, Milgrom and Roberts 1986) Thus, we 
predict an interactive effect, but without specifying that one 
contributing signal attenuates another 


H, Positive ratings enhance the effectiveness of advertising 
spending to raise movie revenues 


Movie sequels build on the original movies’ commercial 
success (Basuroy and Chatterjee 2008) That 1s, moviegoers 
tend to view the high quality of the original movie as a sig- 
nal of the quality of a sequel because they tend to associate 
various products of the same brand with product quality 
(Erdem 1998) With generous production budgets and 
heavy advertising based on the original movie’s brand 
power, a sequel usually achieves box office success, even if 
it does not meet the box office levels attained by the parent 
movie (Basuroy and Chatterjee 2008, Ravid 1999) 

Although sequels can make money, they are often rated 
less favorably than original movies That 1s, the original 
movie’s success leads to high expectations for the sequel, 
which are often difficult to meet, thus leading to less satis- 
faction (Anderson 1973, Oliver 2009) Viewers may be less 
satisfied and less impressed as a result of satiation on expe- 
riential attributes arising from a sequel’s lack of novelty and 
surprise, which results 1n lower ratings by moviegoers Fig- 
uratively speaking, when the punch line 1s known, the 
humor 1s less effective Distancing a movie somewhat from 
the expectations of the original pays off, Sood and Dréze 
(2006) find that dissimilar sequels were rated higher than 
similar ones and that sequels with descriptive titles (eg, 
Pirates of the Caribbean Dead Man's Chest) were rated 
higher than those with numbered titles (e g , Spider-Man 2) 
Low ratings on a sequel tend to spread 1n the movie popula- 
tion, thus limiting its revenues ın following weeks, which 
does not bode well for a sequel 1n the long run Such low 
ratings of sequels may partially explain why subsequent 
sequels are rarely made 

Therefore, we hypothesize that the effects of both 
higher revenues and lower ratings of sequels are likely real- 
ized predominately 1n the early weeks after release because 
sequels tend to stimulate their loyal consumer base quickly 


?In general, high-cost movies generate high revenues and profits 
(though not always), and ratings, or consumers’ acceptance of a 
product, matter Consider the movie Hotel Rwanda Its costs and 
revenues were low ($31 million and $32 million, respectively), but 
its average ratings were high (9 5/10) In contrast, consider Char- 
he's Angels Full Throttle Its costs ($147 million) were more than 
its revenues ($102 million), and 1t received poor ratings (5 7/10) 


That is, viewers who already liked an original movie will 
tend to see 1ts sequel earlier than a new, unknown, original 
movie Accordingly, these sequel movie effects are also 
likely to dissipate quickly and therefore would not be as 
strongly pronounced a few weeks after release Thus, we 
predict the following 


H4 Sequels reap higher revenues but lower ratings than ongi- 
nals, predominately in the early weeks after release 3 


General Viewer-Level Effects: Own Past Ratings 
and Community Opinions 


Movie revenues are one indicator of the results of con- 
sumers' collective choices Individual viewers’ ratings are 
another significant measure, effectively summarizing con- 
sumer satisfaction 1n the movie industry Higher ratings 
may lead viewers to choose other movies that share pre- 
ferred characteristics (e g , sequel, same actor), and the rea- 
sons for satisfaction can be spread to online consumer com- 
munities through text reviews Viewer preferences can 
develop 1nto a stable and established preference for viewers, 
such as favorite genres or favorite stars This 1s particularly 
important for online movie rental firms (eg, Netflix) 
because members have unlimited access to other members' 
ratings and reviews For these firms, members’ increased 
satisfaction enhances their loyalty to the company 

Movie rental firms invest tremendous time and effort 
into developing an effective movie recommendation system 
based on (1) the individual member’s rating history, (2) the 
member community’s overall rating patterns of the movie 
of interest, and (3) the movie’s characteristics The firms 
can then use the system for customer relationship manage- 
ment by using these information sources Beyond such a 
recommendation system, 1t 1s equally important to under- 
stand how such information sources are associated with 
members’ ratings on new movies for insights into how the 
new ratings are determined 

To understand the individual member’s ratings, we 
examune six factors (1) number of movies rated, (2) aver- 
age rating, (3) rating standard deviation, (4) percentage of 
same genre, (5) genre-specific average rating, and (6) most 
recent rating Next, we describe the anticipated effect of 
each factor 

First, the member’s number of movies rated indicates 
the frequency of movie viewing, which 1s used to identify 
segments traditionally referred to as "hght" and “heavy” 
segments Overall movie-viewing frequency indicates gen- 
eral liking toward movies, with heavy viewers liking 
movies more Therefore, we expect a positive association 
between number of movies rated and new movie rating 
Second, the member’s average rating shows how strict or 
lenient he or she 1s when rating movies on average Lenient 


3H, can be potentially extended to other entertainment products, 
such as books (eg, the Harry Potter series), video games, and 
music albums Whether the same logic applies should be empiri- 
cally tested The hypothesis can be further extended to incremental 
product developments in consumer packaged goods (eg, Coke 
Zero, Pepsi ONE) One quality that makes movies different from 
consumer packaged goods, and even books, 1s their extremely 
short life cycle 


raters tend to rate new movies higher tban strict raters, and 
accordingly, we expect a positive association between aver- 
age rating and new movie rating Third, the member's rating 
standard deviation represents the variability of the mem- 
ber's ratings across different movies and reflects his or her 
risk tolerance ın choosing movies In other words, a wide 
rating variability may indicate that a member's choices have 
been experimental and risky, ın such a case, the member 
can end up with more disappointing movies than members 
with a narrow rating vartability Thus, we expect a negative 
association between rating standard deviation and new 
movie rating 

Fourth, the member's percentage of each movie genre in 
his or her rating history measures how often the member 
sees movies of the same genre For example, thriller junkies 
view most movies 1n the genre because they like the genre 
the most of all the movie genres This 1nternal disposition 
tends to lead them to rate thriller movies high. Thus, we 
expect a positive association between percentage of same 
genre and new movie rating Fifth, the member's historical 
average movie rating for the same genre also measures his 
or her general preference toward movies of the same genre 
Logically, we expect that a rating for a new movie of the 
same genre 1s positively associated with a member's general 
preference toward the same genre Sixth, we theorize that a 
recent satisfactory movie experience raises the aspiration 
level, whereas a recent disappointing experience lowers the 
aspiration level (Anderson 1973) According to prospect 
theory (Kahneman and Tversky 1979), the aspiration level 
set by the recent movie experience should function as a ref- 
erence point, yielding a negative association with most 
recent rating and next rating 

Next, we turn to an understanding of the second factor 
group of the movie recommendation system, the member 
community’s overall rating patterns, to do so, we examine 
five factors (1) number of ratings, (2) average rating, (3) 
rating standard deviation, (4) percentage of highest rating, 
and (5) percentage of lowest rating These factors echo 
community opinions and are comparable to online WOM 
effects First, the community's accumulated number of rat- 
ings of a movie 1ndicates how many members have already 
seen the movie Because more interested members view the 
movie before less interested members, we expect that the 
accumulated number of ratings 1s negatively correlated with 
the new rating Second, we expect that the community’s his- 
torical average rating of the movie of interest 1s positively 
correlated with the new rating because members tend to rate 
the same movie similarly—that 1s, most viewers rate good 
movies high and bad movies low Third, the community's 
historical rating standard deviation of the movie of interest 
measures the degree of evaluation disagreement toward the 
same movie More diversely discussed movies (1e, those 
with high rating standard deviations) can attract more view- 
ers by raising their curiosity than less discussed movies, 
especially ın the ubiquitous and freely accessible online 
movie community environment However, negative reviews 
of a movie tend to disappoint viewers who are attracted by 
increased discussion because these viewers are likely to 
have high expectations from positive comments about the 
movie Thus, we expect a negative association between rat- 
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ing standard deviation and a new movie rating Regarding 
the fourth and fifth points, the community's percentage of 
the highest and lowest ratings of the movie of interest 1ndi- 
cates two opposite extreme ratings (e g, 5 and 1 on a five- 
point scale, respectively) and 1s a strong indicator of new 
ratings beyond the community’s simple average rating 
Thus, the highest rating 1s positively correlated with a new 
movie rating, and the lowest rating 1s negatively correlated 
with a new movie rating 

These two data perspectives, along with movie charac- 
teristics, converge to lend a better understanding of how 
both consumers’ own consumption experiences and com- 
munity opinions influence consumers’ postconsumption 
evaluations in the movie category Recently, marketing 
scholars have emphasized "connected" consumers in the 
Internet era, 1n which people can easily exchange consump- 
tion information (Chen and Xie 2008, Chevalier and May- 
zhn 2006) However, consumers still value and use their 
own experiences (1e, internal 1nformation) 1n decision 
making, ın addition to community opinions (1e, external 
information) In general, consumers are likely to seek varı- 
ous types of information sources to reduce uncertainty as 
the perceived risk associated with a purchase increases 
(Murray 1991, West and Brontarczyk 1998) In the movie 
industry, the uniqueness of each movie makes movie choice 
challenging, along with the financial and transaction costs 
(e g , ticket price, travel to the theater) 


In-Depth Viewer-Level Effects: Rating Pattern 
Developments with Experiences (H4—H;) 


In the previous subsection, we focused on illuminating two 
groups of factors that influence amateur viewers’ new rat- 
ings—viewers' own past ratings and movie communities’ 
opinions Here, we also consider how amateur viewers’ rat- 
ings develop as these viewers acquire more movie con- 
sumption experiences (Alba and Hutchinson 1987) There- 
fore, 1n this subsection, we present two in-depth hypotheses 
on individual viewers’ rating pattern developments one 
hypothesis on viewers’ rating changes over time (H4) and 
one hypothesis on how viewers’ movie consumption experi- 
ences are associated with their genre preferences (Hs) 

We examine how amateur viewers’ ratings can change 
over time We test and verify that members with more rat- 
ings experiences rate movies lower, similar to critics’ rat- 
ings, which are generally lower than amateurs' ratings 
because of the critical nature of their reviews 4 By watching 
more movies, members develop a reliable, large reference 
base and, accordingly, should be able to analyze movies 
similarly to professional critics Alba and Hutchinson 
(1987) indicate that increased familiarity (16, the number 
of product-related experiences) results 1n increased con- 
sumer expertise (1e, the ability to perform product-related 
tasks successfully) Furthermore, we expect members to 
choose preferred movies first and then a set of movies that 
do not 1nclude their best choices 

At the same time, members' ratings become less 
variable with experiences because their consumption expe- 


4This argument is empirically confirmed by the data used in this 
research 
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riences become stabilized over time Specifically, on the 
one hand, it becomes more difficult to satisfy them, and 
thus they give high ratings less often. On the other hand, 
their 1mproved expertise and accumulated experience 
enable them to avoid movies that are unsuitable to their 
tastes, and thus they give low ratings less often Therefore, 
amateurs’ movie ratings become stabilized in the form of 
less variability with consumption experiences 


H4 Amateur viewers' movie-viewing experiences generate 
less favorable ratings with less variability 


In the long run, amateur viewers' ratings should stabi- 
lize at a certain level because there will not be any more 
substantial learning experience in critiquing movies There- 
fore, this hypothesis 1s primarily focused on amateur view- 
ers who are acquiring relative new movie consumption 
experiences as opposed to seasoned and experienced ama- 
teur viewers 

Next, given the association between movie preferences 
and ratings with genre (Liu 2006), such as children being 
fans of animation movies, we expect that viewers give their 
favorite genres (more precisely, members’ frequently 
viewed genres) high ratings because they are internally pre- 
disposed to like that category of movies (upward “preferred 
genre effect”) In contrast, as we predict in Hy, as viewers 
choose more movies beyond their best choices 1n their non- 
favorite genres, they may rate those movies lower without 
having the preferred genre effect as in their favorite genres 
(downward “viewed set effect") That 1s, as viewers choose 
more movies, they settle for less attractive movies because 
they have exhausted their top choices in certain genres 
Thus, tbe relationship between genre proportion (1e, the 
percentage of movies seen in the genre compared with all 
movies seen for that individual viewer) and average genre 
rating may be nonmonotonic because of these two conflict- 
ing effects and warrants further investigation 

Specifically, we expect “genre loyalists” with a high 
range of genre proportions to generate high ratings approxi- 
mately proportional to their genre proportion because of 
their strong 1nternal 1nclination toward their favorite genres 
In most cases, their strong inclination toward their fre- 
quently viewed genres prevents them from choosing from 
other, less favored genres That is, genre loyalists are 
strongly predisposed to specific aspects of their favorite 
genres For example, thriller movie loyalists enjoy how the 
story unfolds and entertains their own anticipated scenarios 
Thus, such strong preferences for their favorite genres lead 
the loyalists to rate most movies 1n their preferred genres 
favorably (upward effect by preferred genres) In contrast, 
this effect should be weak or nonexistent for viewers who 
balance multiple genres, and accordingly, they should 
exhibit a downward effect by viewed set Finally, we expect 
a low range of genre proportions to result in a medium 
range of ratings due to viewers' choosing only the most rec- 
ognizable movies 1n a genre that 1s only a little known to 
them (e g , through intensive advertising exposure, friends' 
strong recommendation) However, their lack of strong 
inchnation toward a particular genre leads them to have 
only a moderate level of satisfaction, despite the. movie's 
strengths 


Importantly, we hypothesize that this U-shaped relation- 
ship 1s pronounced only for heavy viewers, who gain 
enough consumption experiences through enhanced analy- 
sis and elaboration abilities to process product information 
(Alba and Hutchinson 1987) We do not expect the relation- 
ship to be strong for light viewers (1e, novices), because 
their experiences do not allow them to fully develop either 
the upward effect (preferred genre effect) or the downward 
effect (viewed set effect) 


H; There ıs a U-shaped relationship between experienced 
viewers’ genre proportion (1 e , genre preference) and their 
genre rating 


Empirical Analysis 


We divide our empirical analyses into two parts according 
to the different nature of the available data First, we pro- 
vide the empirical results for H;—H3, using movie-level data 
from various sources, including Rotten Tomatoes for pro- 
fessional critics’ ratings and Yahoo Movies for amateurs’ 
ratings These data do not include information on individual 
critics or individual amateur viewers Second, with individual 
members’ data mainly from Netflix, we run a regression ana- 
lyzing individual viewers’ movie ratings to test H, and Hs 


Movie-Level Data 


The data contain specific information regarding 246 movies 
that cover six major genre categories thriller, romance, 
action, drama, comedy, and animation. The movies were 
released during the May 2003-October 2005 period ın 
theaters and on video Table 1 provides a summary on these 
data, such as movie characteristics, costs, and revenues 

We gathered the ratings 1nformation on the 246 movies 
from two popular movie Web sites. Rotten Tomatoes and 
Yahoo Movies Both sites allow members to post movie rat- 
ings but differ 1n terms of membership conditions The Rot- 
ten Tomatoes site comprises accredited movie critics exclu- 
sively Accordingly, these members are active 1n either 
select movie critic societies/associations or print publica- 
tions They are regarded as professional movie critics In 
contrast, the Yahoo Movies site 1s open to the public and, 
for the most part, comprises amateur movie lovers (see 
Table 1) 


Movie-Level Analysis: Movie Ratings and 
Revenues (H4—H;) 


In the weekly regression summarized in Table 2, high 
weekly theater revenues induced more favorable ratings 
from amateurs 1n the following week 1n six of the seven 
weeks tested, in support of H; Week 1 was the only excep- 
tion (with theater revenues 1n Week 0 [opening week] and 
movie ratings ın Week 1), which suggests that viewers 1n 
the opening week (Week 0) tended to have mixed evalua- 
tions about the movie, perhaps because they saw the movie 
for different reasons For example, heavy advertising from 
movie marketers or insufficient and inconsistent 1nforma- 
tion from like-minded moviegoers can make satisfactory 
choices difficult During the opening week, however, 
enough people view the movie and spread their reviews and 


ratings in both online and offline domains Thus, ın general, 
late viewers make better-informed choices, which 1s empir- 
ically supported by more positive ratings 1n the following 
weeks In the process, commercially successful movies can 
generate more satisfactory viewers who then rate the 
movies higher That 1s, these viewers choose the movies 
because of previous ratings and reviews 

We tested H» regarding the interaction effects of movie 
ratings (from either critics or amateurs) with ad spending on 
box office revenues using weekly data Table 3 provides the 
significant variables at the 05 level (for the initial 1ndepen- 
dent variables used ın each regression, see the Appendix) 
In the weekly analysis, we used the previous week's ad 
spending measures (1e, weekly ad spending, weekly 
theater ad proportion, and weekly movie ad proportion) and 
the accumulated movie ratings (1e, critics’ and amateurs’ 
ratings) up to the previous week to measure their effects on 
the following week's theater revenues We used the accu- 
mulated ratings because moviegoers can review all the past 
ratings to determine which movie to see 

In this weekly analysis, we confirmed that the 1nterac- 
tion effects of ratings and spending (critics! ratings X ad 
spending and amateurs’ ratings x ad spending) were signifi- 
cant 1n Week 2-Week 7, whereas the main effects of ratings 
were not This implies that movie revenues cannot be maxi- 
mized without the combination of ratings and ad spending 
in these weeks, thus, H, 1s empirically supported for the 
later weeks The nonsignificant main effects of both ratings 
(critics’ and amateurs’ ratings) indicate that ratings alone 
cannot increase movie revenues without enhanced buzz cre- 
ated through advertising spending In contrast, we observe a 
mixture of positive and negative main effects of the movie 
cost variables (1e, weekly ad spending, weekly theater ad 
proportion, and weekly movie ad proportion) Although we 
expect that movie costs are positively correlated with movie 
revenues, significantly negative movie cost effects imply 
that some advertising money was excessively wasted 
beyond its proper use, based on its effective combination 
with favorable ratings (measured by both interaction terms) 
In other words, negative movie cost effects occurred after 
the regression was accounted for by both significantly posi- 
tive 1nteraction term effects Notably, our empirical analysis 
shows that movie marketers tend to allocate more advertis- 
ing dollars to movies that collect high revenues 1n preceding 
weeks It demonstrates that 1n many cases, marketers used 
advertising money inefficiently because they did not con- 
sider both revenues and ratings when allocating their adver- 
tising resources 

In contrast, in the opening week (Week 0), we found 
that only one main effect (critics’ ratings) and one 1nterac- 
tion effect (amateurs' ratings x ad spending) were signifi- 
cant The result of Week 0 implies that critics’ ratings have 
a significant main effect on theater revenues because critics’ 
reviews and ratings are intensively published in various out- 
lets shortly before opening week (Week 0) In the same 
week, amateurs’ ratings showed no significant main effect, 
probably because there are only a limited number of ama- 
teur reviews before a movie’s release Accordingly, high 
amateur ratings can only enhance revenues with the help of 
substantial ad spending in the week In the following week 
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TABLE 1 
Summary of the 246 Movie Data Sample 





Summary Statistics 


Thriller (35, 1496), romance (25, 1096), action (51, 2196), drama (50, 


20%), comedy (74, 30%), animation (11, 4%) 
36 movies (15%) 


Theater distribution (181, 74%), video distribution (186, 76%) 


R (78, 32%), non-R (PG-13, PG, and G) (168, 68%) 
Theater release (34, 14%), video release (36, 15%) 


Category Variable 
Movie characteristics Six genres 
Sequel 
Eight major studio 
distribution 
MPAA rating 
7 major holiday release 
M 
Running time (minutes) 108 
Video release lagging days 143 
Movie costs Production budget 47,798 
(thousands of dollars) 
Ad costs 14,132 
(thousands of dollars) 
Total costs 61,930 
(thousands of dollars) 
Theater screens 11,325 
Movie revenues Box office revenues 42,418 
(thousands of dollars) 
Video rental revenues 24,381 
(thousands of dollars) 
Video sales revenues 15,359 
(thousands of dollars) 
Total revenues 82,158 
(thousands of dollars) 
Rotten Tomatoes movie Number of ratings 150 
ratings (critics! ratings) 
Average rating 5 50 
ten-point scale 
Yahoo Movies ratings Number of ratings 1,509 
(amateurs' ratings) 
Average rating 6 89 


ten-point scale 


Notes MPAA z Motion Picture Association of America 


(Week 1), we observe one significant main effect (amateurs' 
ratings) and one significant interaction effect (critics? rat- 
ings X ad spending) In this particular week, amateurs' rat- 
ings create enough 1nformation and buzz from early movie- 
goers, and thus the still-new movies do not need the support 
of heavy advertising to enhance revenues In contrast, the 
combination of critics’ ratings and ad spending enhances 
movie revenues effectively beginning this week After the 
first two weeks, because of reduced voluntary attention and 
buzz among ordinary viewers, only a combination of good 
ratings and heavy ad spending made a substantial 1nfluence 
on theater revenues 

Next, we tested H5, which compares sequels and their 
contemporaneous originals Table 3 shows that the positive 
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SD Minimum Maximum 
19 68 201 
Pooh's Heffalump Movie Lord of the Rings The 
Return of the King 
39 67 431 
From Justin to Kelly Luther 
39,098 150 210,000 
Pieces of April Spider-Man 2 
8,441 271 45,981 
Eulogy Shrek 2 
44,622 2,193 242,077 
Pieces of April Spider-Man 2 
6,403 44 27,354 
Eulogy Shrek 2 
44,897 54 301,861 
Eulogy Shrek 2 
13,121 803 62,068 
She Hate Me The Day After Tomorrow 
24,088 82 233,090 
Northfolk Finding Nemo 
74,164 1,246 473,118 
She Hate Me Finding Nemo 
43 33 257 
I Am David The Passion of the Christ 
146 1 80 8 69 
Alone in the Dark Lord of the Rings The 
Return of the King 
2,585 29 34,672 
Eulogy The Passion of the Christ 
140 2 16 9 50 
House of the Dead Hotel Rwanda 


impact of sequels on theater revenues occurred only 1n the 
first two weeks after the movie's release and that the 1mpact 
was much stronger in the opening week (Week 0) than in 
the following week (Week 1) Afterward, the impact weak- 
ened, probably because the buzz and attention for the sequel 
dissipated quickly Our weekly analysis 1n Table 2 shows a 
negative impact of a sequel on movie ratings in Weeks 1 
and 2 as well In brief, the empirical results show that 
sequels can have a positive impact on theater revenues 
based on the originals’ success, but they leave viewers 
unimpressed and unsatisfied relative to the original movies 

Yet these sequel effects are pronounced only in the early 
weeks and become subsequently neutralized because the 


TABLE 2 
Determinants of Amateurs' Movie Ratings: Stepwise Linear Regression 








Week 1 2 3 4 5 6 7 
Intercept 1 66354 1 02730 1 30307 69374 1 75857 2 19604 1 69142 
Genre (thriller) — 85705 ns ns ns ns ns ns 
Sequel — 28891 — 32098 ns ns ns ns ns 
Running time ns ns ns 00766 ns ns 01127 
MPAA rating ; ns ns ns ns ns ns ns 
Theater revenues In 

millions of dollars ns 007 018 017 098 090 047 


(previous week) 
Amateurs’ ratings 


(previous week) 81645 84198 80520 77912 70521 65247 58119 
Re 7609 8017 6627 6496 5620 3894 3785 
N 246 243 239 236 229 223 210 


Notes Dependent variable = weekly amateurs’ movie ratings (current week) Each regression included only significant independent variables at 
the 05 level Each movie showed its first eight weeks (Week 0 [opening week]-Week 7) after its release in the data used ns = not 


significant 
TABLE 3 
Determinants of Box Office Revenues: Stepwise Linear Regression 

Week 0 1 2 3 4 5 6 7 
Intercept —32,138,681 —4,037,404 -440,143  —321,435  —451,267 -295,158 -334,726  —207,801 
Sequel 9,398,002 1,450,018 ns ns ns ns ns ns 
Holiday week 5,445,809 4,383,865 976,660 1,919,559 670,210 463,581 ns 406,835 
Major studio release ns —1,725,768 ns ns ns ns ns ns 
Weekly number of 

screens 12,205 ns 615 ns 943 540 1617 1206 
Running time 91,297 ns ns ns ns ns ns ns 
Weekly ad spending —2,592 ns —827 -—914 —-2,402 —2,715 ~3,351 ~§,210 
Weekly theater 

ad proportion ns ns ns ns —1,885,493 -941,568 2,207,783 ns 
Weekly movie 

ad proportion ns ns ns ns 2,570,562 2,196,000 2,420,714 1,329,766 
Critics’ ratings 4,117,721 ns ns ns ns ns ns ns 
Amateurs' ratings ns 578,971 ns ns ns ns ns ns 
Critics’ ratings X 

ad spending ns 65 117 40 204 40 66 359 
Amateurs’ ratings x 

ad spending 217 ns 67 93 161 176 488 143 
Box office revenues 

(previous week) NA 49371 44448 65020 28627 48853 11823 26666 
H? 6182 8480 8972 9132 8969 9292 8540 8827 
Adjusted R? 6086 8442 8942 9113 8932 9266 8492 8787 
N 246 246 243 239 236 229 223 210 


Notes Dependent variable = weekly amateurs’ theater revenues (current week) Each regression included only significant independent 
variables at the 05 level Each movie showed its first eight weeks (Week 0—Week 7) after its release in the data used NA = not applic- 
able, and n s = not significant 


fan base stemming from the onginal tends to view the lected the data between October 1998 and December 2005, 
sequel early and they reflect the distribution of all ratings received dur- 
: ing the period The title and release year of each movie are 
Viewer-Level Data also provided 
We used individual members’ movie rental and rating histo- From the Netflix Prize public data, we selected 
ries data from the Netflix Prize site for the individual 13,734,151 ratings of the 246 movies used for our previous 
viewer-level analysis The public data contain more than movie-level analysis and matched this viewer-level data 
100 million ratings of 17,770 movie titles from 480,000 with the movie-level data The data included 456,476 Net- 
randomly chosen, anonymous Netflix members We col- fhx members The ratings selected cover the June 
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2001—December 2005 penod The rating average of the 246 
movies was 3 38 on a five-point scale, with an average of 
55,830 ratings for a movie 


General Viewer-Level Analysis: Own Past Ratings 
and Community Opinions 


We developed a regression model comprised of three 
groups of factors that we anticipated should influence new 
movie ratings (dependent variable) (1) individual member- 
based variables (X), (2) community-based variables (Y), 
and (3) movie characteristics variables (Z) (see Table 4) We 
analyzed the 1mpacts of the three groups of factors on new 
movie ratings to provide comprehensive empirical findings 
regarding consumer satisfaction with movies Thus, we 
used the following linear regression, 1n which the dependent 
variable, R, represents member h's rating for movie m at 
time t (West and Bromiarczyk 1998) Our regression reflects 
continuously updated temporal information at the given 
time point to evaluate the new rating R 


(1) Rim = & + PX himt + YY mt + Zm + Ehmt 


where the Xp pm variables represent the rating member's 
individual viewing experiences and preferences The X 
term, which 1s varied for the three dimensions of member 
(hb), movie (m), and time (t), ıs composed of the six specific 
individual member variables based on the focal member's 


Variable Group 


viewing and rating history Next, the five Yn variables mea- 
sure community opinions, which are comparable to online 
WOM effects Unlke X, Y varies in the dimensions of 
movie (m) and time (t) but does not vary across members 
(h) as collective group opinions. Finally, Zm includes 11 
movie characteristics variables We use these variables as 
control variables to measure more accurately how both the 
X and the Y variables influence the dependent variable, Z 
does not vary across members (h) or time (t) as fixed movie 
(m) characteristics 

To fit this model, we removed members with fewer than 
10 ratings over the 246 movies Then, we randomly selected 
] of every 300 members to make the regression more man- 
ageable The selected sampling resulted 1n 43,204 ratings 
from 1014 members The average rating across the mem- 
bers was 3 59 The average number of ratings of the mem- 
bers was 42 6 of the 246 movies 

Table 4 shows the estimation results of the regression 
model All the individual member-based vanables (X) and 
community-based variables (Y) showed the expected signs, 
and 9 of the 11 X and Y variables were significant at the 05 
level Between the two insignificant variables (X4 and X¢), 
the most recent rating (X¢) was close to the cutoff level 
Despite its expected sign, rating standard deviation (X3) 
was insignificant, perhaps because wide rating variability 
elicits both high ratings and low ratings across members 


individual member-based 
variables (X) 
(by the member) 


Community-based 
variables (Y) 
(based on the focal movie) 


Movie characteristics 
variables (Z) 


TABLE 4 
Regression Estimates of the Viewer-Level Rating Regression Model (Netflix Data) 
Variable Estimate SE p-Value 
Intercept —1 01621 09838 « 001 
(1) Number of movies rated (4) 00055 0001 1 « 001 
(2) Average rating (+) 04041 01444 003 
(3) Rating standard deviation (—) — 00132 01903 472 
(4) Percentage of same genre (+) 20626 04627 < 001 
(5) Genre-specific average rating (+) 93723 01141 < 001 
(6) Most recent rating (—) — 00580 00369 058 
(1) Number of ratings (—) — 00022 00004 « 001 
(2) Average rating (-) 08662 02050 « 001 
(3) Rating standard deviation (—) — 09462 03030 « 001 
(4) Percentage of highest rating (+) 01374 00054 « 001 
(5) Percentage of lowest rating (-) — 02176 00099 « 001 
Genre thriller 54469 02980 « 001 
Genre romance 41895 02915 « 001 
Genre action 29751 02845 « 001 
Genre drama 22314 02955 « 001 
Genre comedy 46865 02911 « 001 
Sequel — 05267 01300 « 001 
MPAA rating (R = 1, non-R = 0) 02891 00993 002 
Running time 00259 00030 < 001 
Production budget (millions of dollars) — 00095 00015 « 001 
Theater revenues (millions of dollars) 00021 00015 074 
Holiday video release 03485 01233 002 
Video release (days after theater release) — 00026 00012 015 
Video release by the eight major studios — 00489 01054 322 
Video bonus materials 02858 01391 020 
Video ad spending (millions of dollars) 01240 00261 « 001 


Notes N = 43,204 The sign next to each variable indicates the sign expected by our theory 
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Notably, all the five community-based variables were sig- 
nificant In particular, the results of percentage of highest 
rating (Y4) and percentage of lowest rating (Y5) imply that 
the two extreme ratings are strong 1ndicators of additional 
ratings from new viewers of the same movies beyond the 
average rating (Y2) Basuroy, Chatterjee, and Ravid (2003) 
find that negative reviews hurt performance more than posi- 
tive reviews help performance (negativity bias) Our 
research confirms this theory because the absolute estimate 
value of the percentage of the lowest rating ( 02176) 1s 
much larger than that of the percentage of the highest rating 
( 01376) 

Finally, most movie characteristics variables (Z) were 
also significant All five genre dummy variables were sig- 
nificant, which indicates their differential impact on ratings 
The sequel dummy variable has a negative impact on the 
new rating, which 1s consistent with our previous empirical 
results, 1n support of H4 The Motion Picture Association of 
America (MPAA) rating dummy variable has a positive 
sign, which 1ndicates that R-rated movies are rated higher 
than non-R-rated movies Similarly, a longer movie tends to 
be rated higher After we account for all the movie-related 
factors 1n the regression, production budget has a negative 
impact on ratings This result implies that big-budget movie 
producers tend to spend excessively beyond financially jus- 
tifiable quality improvements In association with video 
release factors, videos released on holidays and those 
released shortly after their theater release tend to be rated 
higher Finally, both video bonus materials and high video 
ad spending show a positive impact on ratings In brief, the 
results of the Z variables add face validity to our overall 
regression results 


In-Depth Viewer-Level Analysis: Rating Pattern 
Developments with Experiences (H4-H;) 


Table 5 shows our temporal trend analysis of individual 
members’ rating changes over time as they view more 
movies For this analysis, we sorted the Netflix data used 
for the regression in Table 4 1n the ascending order of the 
rating time for each member We applied generalized least 
squares estimation to correct for the heteroskedasticity Ge, 
unequal variances) problem ın the data (Goldberger 1991, 
Gniffiths, Hill, and Judge 1993) Table 5, Panel A, shows the 
relationship between members' viewing experiences (mem- 
ber rating order) and the rating mean across all members at 
the overall level and each of all the six genres, which 1s con- 
sistently negative The negative ratings at the overall level 
imply that members tend to rate recently viewed movies 
more strictly as they acquire more consumption experi- 
ences The same pattern was confirmed in five of the six 
genres at the 10 significance level Similarly, Table 5, Panel 
B, shows that members' ratings tend to become less variable 
with consumption experiences at the overall level Again, 
the same pattern 1s confirmed ın five of the six genres at the 
10 significance level In addition, we found that the corre- 
lation between the movie rating average and the rating fre- 
quency was positive across movies ( 557, p = 01) but nega- 
tive across members (— 064, p < 01) The positive 
correlation across movies 1mplies that popular movies are 
rated higher, however, the negative correlation across mem- 


bers indicates that more experiences can make viewers 
tougher raters, 1n support of Hy (see also Table 5) 

We tested the hypothesized U-shaped relationship 
between the member's genre proportion and genre-specific 
rating average (H5) and confirmed the curvilinear relation- 
ship (Figure 1) We theorized that genre loyalists, who see a 
majority of movies 1n one or two genres, rate movies higher 
because of their strong preference for the favorite genres 
Furthermore, perhaps they do a better job at selecting good 
movies 1n their favorite genres because of their genre-specific 
expertise In contrast, genre switchers, who tend to watch 
various movies across genres, often rate movies lower 
because they settle for less satisfactory movies after they 
exhaust their top choices in chosen genres This genre- 
related rating pattern becomes more pronounced for heavy 
viewers (1 e , experts) than for light viewers (1 e , novices) 

Figure 1, Panel B, illustrates our empirical results of the 
relationship among viewers overall, heavy viewers, and 
light viewers according to the regression results in Panel A 
In the heavy-viewers segment, which shows the most pro- 
nounced relationship among the three groups, the genre- 
specific movie rating becomes lower until the genre-specific 
proportion reaches 23% (for genre switchers) As men- 
tioned previously, we expect that these viewers sample less 
satisfactory movies in their nonfavorite genres after 
exhausting their favorite movies in the same genres After 
they passed the lowest threshold, the genre rating began to 
Increase quickly and reached the highest possible rating 
(1e, five) when the member's genre proportion hit 77% 


TABLE 5 
Trend Analysis of Individual Viewers' 
Rating Changes Over Time (Netflix Data) 


A: Dependent Variable = Rating Mean 
Member Rating 


Genre Intercept Order R? N 

Overali 3 67597 (< 001) -00295 (< 001) 57 129 
Thriller 3 49238 (< 001) -— 02320 (< 001) 80 24 
Romance 359049 (< 001) -01508 (081) 16 20 
Action 3 66009 (< 001) —00323(034) 1i 42 
Drama 3 90672 (< 001) -01695 (< 001) 58 35 
Comedy 3 41070 (< 001) -00216 ( 155) 05 45 
Animation 4 14090 (< 001) -04585 ( 009) 65 9 


B: Dependent Variable = Rating Standard Deviation 


Member Rating 
Genre Intercept Order R? N 


Overall 111418(«001) —00144(«001) 21 129 
Thriller 113149 (< 001) -01257(009) 27 24 
Romance 1 06233 (< 001) -00725 ( 006) 35 20 
Action 112570 (< 001) — 00589 (< 001) 44 42 
Drama 104798 (< 001) -00280 ( 097) 08 35 
Comedy 1 10261 (< 001) — 00301 (020) 12 45 
Animation 95692 (< 001) — 00569 ( 486) 07 9 


Notes The number ın parentheses indicates the p-value for the 
corresponding estimate 


Movie Ratings, Movie Revenues, and Viewer Satisfaction / 117 


FIGURE 1 
U-Shaped Relationship Between Members' Genre Proportion and Genre Ratings 





A: Regression Resultsa 





Variable Overall Heavy Viewers Light Viewers 

Intercept 3 67588 (< 001) 3 78521 (« 001) 3 59785 (« 001) 

poss genre proportion — 93434 (« 001) — 33033 (< 001) — 21382 ( 568) 

members genie proportion 1 86631 (< 001) 5 09324 (< 001) 68759 ( 295) 
(quadratic) 


B: Illustration of Empirical Resultsb 





—— - Overall 
Heavy viewers 


Light viewers 


aDependent variable = movie rating We divided all the members in the first regression (overall) into two groups of approximately the same size 
heavy viewers and light viewers The number in parentheses indicates the p-value for the corresponding estimate 
bin the line graph, the x-axis is members’ genre proportion, and the y-aixs is movie rating on a five-point scale 


Discussion 


Empirical Findings and Managerial implications 


Movie-level effects From a managerial perspective, this 
study shows that ratings are associated with movie perfor- 
mance, as measured by both movie revenues and viewer 
satisfaction Our movie-level data analysis implies that mar- 
keters should allocate more ad dollars to movies that garner 
early high ratings by professional critics These ratings tend 
to lead to high ratings by amateurs, which 1n turn can con- 
tribute to enhanced revenues Enhanced revenues can also 
raise movie ratings 1n the subsequent weeks (Hj) More- 
over, the revenues of highly rated movies are enhanced 
when the movies are heavily advertised (H2) 

Our weekly data analysis (Table 3) reveals that ad dol- 
lars can be used efficiently over the course of new movies, 
which usually last only a couple of months ın theaters 
Specifically, we found that prerelease critics’ ratings con- 
tribute significantly to the theater revenues in the opening 
week (Week 0) when amateurs' ratings are virtually non- 
existent In contrast, amateurs' ratings begin to 1nfluence 
theater revenues in the following week (Week 1) In later 
weeks, only high ratings supported by heavy ad spending 
can sustain theater revenues because high ratings alone are 
not sufficient to maintain moviegoers’ attention without 
heavy advertising 1n later weeks In contrast, movie ratings 
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and reviews can capture moviegoers’ attention more easily 
in the early weeks because they are published in many 
newspapers and magazines and spread through Internet 
movie communities 1n time for new releases In summary, 
in the early weeks, critics’ early ratings can be an important 
quality signal for marketers to allocate advertising money 
among available movies 1n theaters (Nelson 1970, 1974) To 
obtain more sustained revenues in the later weeks, mar- 
keters should sustain their ad spending on movies supported 
by high ratings This pattern suggests that marketers should 
allocate their ad dollars to movies that garner high ratings 
not only 1n early weeks but also in later weeks 

Many movie producers assume that making sequels of 
commercially successful onginal movies is a safe invest- 
ment because they can effectively take advantage of the 
established fan base of the originals (H4) Our empirical 
finding (Table 3) that sequels have a positive 1mpact on 
theater revenues only 1n the first two weeks implies that the 
fan base reacts swiftly to sequels' releases and becomes 
exhausted quickly Despite such commercial success at the 
box office, sequels tend to leave their viewers less satisfied 
in the early weeks (Table 2), perhaps because sequels are 
usually a strengthened and intensified version (e g , more 
violent action, stronger special effects) of the originals' 
frameworks and story lines (Sood and Dréze 2006) Fur- 
thermore, high expectations formed by successful originals 


are likely to leave viewers less satisfied (Anderson 1973) 
Therefore, a front-loaded advertising strategy should be 
considered when promoting sequels 

Finally, a diminishing fan base may explain why subse- 
quent sequels can be a risky 1nvestment and suggests that 
studios should be cautious about extending sequel movies 
into a long series (Basuroy and Chatterjee 2008) 5 Thus, 
sequels can be a relatively safe investment based on the 
onginal movies' commercial success, but satisfying the fan 
base 1s a critical factor 1n turning sequels into successful 
long-term series, such as the James Bond movies These 
results on movie sequels should inform brand extensions 
and brand alliances (Rao, Qu, and Ruekert 1999) of other 
experiential hedonic goods because brand extensions are 
common and often effective 1n such product categories 
(e g , Harry Potter book series) 


Viewer-level effects First, for movie rental companies 
(e g , Netflix, Blockbuster), we may assume that movie rat- 
ings are an effective measure of a member's satisfaction and 
that satisfied members stay with the company longer This 
study highlights members' satisfaction mechanism on the 
basis of their viewing and rating histories and movie com- 
munities’ opinions as internal and external information 
sources, respectively (Murray 1991) Indeed, Netflix's 
emphasis on the importance of providing better recommen- 
dations to members 1s clearly 1ndicated by Netflix Prize, a 
contest ın which the firm will give a potential $1 million 
prize to a team with the best 1deas on how to 1mprove the 
company's movie recommendation system 

Second, insights from our research findings regarding 
the roles of members' own experiences and community 
opinions suggest that these consumer voices can strengthen 
companies’ market orientation (Jaworski and Kohl 1993, 
Kohli and Jaworski 1990) Notably, marketers are espe- 
cially interested 1n how to use online consumer forums 1n 
their favor (Dellarocas 2006, Mayzlin 2006) Godes and 
colleagues (2005) indicate that at least some of the social 
interaction effects ın such forums are partially within the 
firm's control. For example, our movie data show that the 
number of accumulated ratings on the focal movie by the 
member community has a negative impact on the new rating 
(Y, 1n Table 4) because of the correlation between the 
member's interest level and his or her viewing timing That 
1s, the most interested viewers see the new movie first, and 
the less interested viewers see 1t later Cinematch, Netflix's 
movie recommendation system, does not fully consider 
such factors indicated in Table 4, which can potentially 
1mprove the system's accuracy 

In addition, when community opinions have a signifi- 
cant influence on members' choices, marketers can empha- 
size community opinions to persuade members By empha- 


5For example, three “Number 3” blockbuster movies ın 2007 
fell short of expectations at the box office compared with their first 
sequels Specifically, Spider-Man 3 (2007) reaped $337 million 
compared with $374 milhon by Spider-Man 2 (2004), Shrek the 
Third (2007) made $323 million compared with $441 million by 
Shrek 2 (2004), and Pirates of the Caribbean At World's End 
(2007) reached only $309 million compared with $423 million by 
Pirates of the Caribbean. Dead Man's Chest (2006) 


sizing the positive aspects of less viewed DVDs, marketers 
can increase the uses of less frequently viewed stocks of 
DVDs more efficiently We point out that the 1ntention of 
this particular research is to provide insight into a viewer 
rating mechanism rather than to develop a full-fledged rat- 
ing forecasting model 

Finally, such recommendation systems are essential to 
the survival and success of new and existing products as an 
effective customer relationship management tool (Ansar1, 
Essegaier, and Kohl 2000, Bodapati 2008, Iacobucci, Ara- 
bie, and Bodapati 2000, Krasnikov, Jayachandran, and 
Kumar 2009, Moon and Russell 2008) Ubiquitous online 
community forums can be a significant information source 
to improve the performance of such recommendation sys- 
tems for firms that develop new products (e g, books, 
music, video games) 


Limitations and Further Research 


We indicate some limitations of this research and shed light 
on potential avenues for further research First, this research 
was based primarily on our analysis of the demand side of 
the movie industry and was limited 1n integrating the supply 
side (e g , production and distribution processes and costs) 
with the same level of intensity and focus Because supply- 
side factors influence movie profits as much as demand- 
side factors, further research could take a more balanced 
and integrated approach toward demand and supply factors 
of the industry Second, we used summary ratings, but we 
did not analyze the content of the textual reviews (Chevalier 
and Mayzlin 2006, Wyatt and Badger 1990) Third, we 
tapped into individual viewers’ postconsumption evalua- 
tions but not their choices per se We examined the choice 
issue only at the aggregate movie level Research on ındi- 
vidual choice in movies could be conducted with proper 
data acquisition Note that such research would require a 
sophisticated choice model development because the set of 
available movies is large and changes across both viewers 
and time 

From a substantive perspective, research on sequels’ 
impact on movie performances, both in the theater and on 
video, in association with viewers’ ratings would provide 
useful information to movie production studios For exam- 
ple, star power 1s well known ın the movie industry (Ravid 
1999) and has proved important 1n the success of sequels 
As we noted previously, some sequels do not use the same 
stars as the originals but still can be successful It would be 
worthwhile to 1nvestigate the magnitude of star power 1n 
sequels by comparing sequels with and without the same 
stars as the originals 

This research could be applied to similar hedonic con- 
sumption situations in. which consumers continually face 
new products and thus need to determine the value of the 
new products according to their own experiences and the 
communty's general opinions (eg, entertainment goods, 
such as books and music) In these categories, the Internet 
enables ordinary consumers to share their ratings and 
reviews based on their own experiences with other like- 
minded consumers 

Other product categories are not immune to the 1mpact 
of expert and consumer ratings Automobiles are rated on 
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design and functionahty by experts and on consumption 
experience attributes by ordinary drivers Services, from 
restaurants to dry cleaners, are endorsed by experts and by 
consumers who have tried the services and want to have a 
voice 1n encouraging or warning others Thus, expert ratings 
have long existed 1n many product categories With the ease 
of online posting, consumer ratings are exploding 1n popu- 
larity, indeed motivating experts to provide ratings of prod- 
ucts previously unrated (e g, dietary content in fast-food 
meals) Thus, although this research focused on movies, its 
applicability should be much broader In many purchase 
categories, 1t 1s important to begin to tease apart the individ- 
ual and synergistic effects of WOM induced by ratings and 
advertising dollars, the dynamic effects of subsequent prod- 
uct launches, and the moderating effects of customers’ rela- 
tive experiences 


Appendix: Variable Descriptions 


Details on Table 1 


eEight major studios Buena Vista, Fox, MGM/UA, Miramax, 
Paramount, Sony, Universal, Warner Bros 

eSeven major holidays New Year's Day, Presidents' Day, 
Memorial Day, Independence Day, Labor Day, Thanksgiv- 
ing, Christmas 

eVideo release lagging days the number of days between 
theater release and video release dates 

e Total costs = production budget + ad costs All movie costs 
and revenues are based on the first eight weeks after either 
theater release or video release except for production budget 

eThe number of theater screens 1s the accumulated number of 
weekly screens 

e Total revenues = box office revenues + video rental revenues + 
video sales revenues 


Details on Table 2 


eThe initial set of independent variables 1s made up of the fol- 
lowing for both regressions genre (six categories, reference 


category = animation), sequel, running time, MPAA rating 
(R versus non-R ratings, reference category = non-R ratings), 
theater distribution by the eight major studio distribution, and 
theater revenues (previous week) 


e Week indicates the week of amateurs’ movie ratings (depen- 
dent variable) 


Details on Table 3 


eThe initial set of independent variables 1s genre (six cate- 
gories, reference category = animation), sequel, holiday 
week, number of theater screens, running time, MPAA rating 
(R versus non-R, reference category = non-R), theater distri- 
bution by eight major studio distribution, theater ad propor- 
tion (theater ad spending for the focal movie/ad spending in 
all theater movies ın the corresponding weeks [95] [previous 
week]), movie ad proportion (theater ad spending for the 
focal movie/[ad spending ın all theater movies ın the corre- 
sponding weeks + ad spending in all video movies for the 
corresponding weeks] [%] [previous week]), ad spending 
(previous week), critics’ ratings, amateurs’ ratings, critics’ 
ratings X ad spending (previous week) (interaction term), and 
amateurs’ ratings X ad spending (previous week) (interaction 
term) 


Details on Table 5 


Member rating order indicates the rating's serial number in 
order for each member 


eRating mean indicates the average of all the ratings that 
belong to each rating order across all the members 


eRating standard deviation indicates the standard deviation of 
all the ratings that belong to each rating order across all the 
members 

eThe overall case 1s based on all the rating cases across all the 
sıx genres included 

eThe overall case covers up to #129 in member rating order to 
select only cases with at least 21 members for each rating 
order Rating mean becomes unstable after #129 

eIn each of the six genre cases, we included only observations 
with more than five members for each genre rating order 
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Roland T. Rust, Katherine N. Lemon, and Valarie A. Zeithaml are the recipients of the 2009 Sheth 
Foundation/Journal of Marketing Award for their article “Return on Marketing Using Customer Equity 
to Focus Marketing Strategy,” which appeared in the January 2004 (Vol 68, No 1) issue of Journal of 
Marketing (JM) The award 1s administered through the American Marketing Association Foundation 


Nominations for the award were solicited from members of the JM Editorial Review Board, and a 
committee of former JM and JMR editors—David W. Stewart (chair), Jerry Wind, and Russ Winer— 
made the selection The award 1s given to honor articles that have made long-term contributions to the 
discipline of marketing The award recognizes scholarship based on the benefits of time and hindsight and 
acknowledges contributions and outcomes made to marketing theory and practice This year, the commut- 
tee considered all articles published 1n JM between 2000 and 2004 The committee also weighs informa- 
tion obtained from letters of nomination and citation analyses 


The Sheth Foundation/Journal of Marketing Award was established through the generosity of the 
Sheth Foundation The criteria for selection include the quality of the article’s contribution to theory and 
practice, the article’s originality, 1ts technical competence, and its 1mpact on the field of marketing Artı- 
cles eligible for the award must have been published at least five years but not more than ten years earlier 


Fourteen different articles were nominated This article was one of only two that received multiple 
nominations In the opinion of the selection committee, the article has had tremendous impact ın a rela- 
tively short time It has been cited more than 400 times since its publication As one nomination stated 
“The paper presents a solution to an issue of ongoing importance im the academic and business commu- 
nity How to determine the [return on investment] of different marketing investments 1n order to choose 
the most promising one? The outstanding contribution of this article lies, for me, 1n the extremely easy 
way 1n which the method can be implemented by any company” Another nomination observed that “the 
Rust-Lemon-Zeithaml approach, showing that customer equity could be a major driver of marketing 
strategy, and used as a general tool for evaluating marketing return on investment, stimulated a boom ın 
research related to customer equity" A nomination also noted that “the article’s overall excellence has 
already been evidenced by two best article awards, the article has generated more than double the number 
of top-journal citations per year than any of the other top-cited JM articles from the award period, and the 
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ways to approach this question Research in market- 
ing has tended to approach the question by studying 
particular product categories or companies In most theo- 
rizations, a product or company 1s able to create a market by 
fulfilling an unmet need or by developing a new technology 
Although these are valuable approaches to the question of 
how new markets are created, they view the consumer need 
or technological innovation as an exogenous variable In 
many cases, however, it 1s more pressing for marketing 
managers and scholars to know how consumer needs them- 
selves are established and evolve over time What structures 
consumer need? How and why do new technologies eventu- 
ally succeed or fail, even in the presence of a strong con- 
sumer demand? The second approach to the question of 
market creation—the approach taken ın this article—is to 
theorize the creation of new markets as a political and social 
process, one affected by the environment that exists outside 
the firm or industry Firms are successful to the degree to 
which they can successfully navigate this environment In 
this article, Í offer a new perspective on the creation of mar- 
kets by viewing 1t as a process of legitimation (Dowling and 
Pfeffer 1975, Handelman and Arnold 1999, Suchman 
1995) 
Several marketing scholars have outlined the need for a 
sociological approach that accounts for the influence of 
multiple stakeholders ın the process of market creation 


H ow are new markets created? There are at least two 
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Kotler (1986, pp 117-18) notes that breaking ground in 
new markets, both domestic and international, requires 
megamarketing, “the strategically coordinated application 
of economic, psychological, political, and public relations 
skills to gain the cooperation of a number of parties 1n order 
to enter and/or operate in a given market" I extend this 
logic to argue that any 1nnovation requires the same strate- 
gic efforts Rather than look toward discrete, exogenous 
technological innovation as a force in creating new markets, 
it may be more appropriate to look toward the structuring of 
relevant cultural, social, and legal fabrics that open gaps for 
new markets and provide resources for the establishment of 
a new industry (Kim and Mauborgne 1999) As Kotler 
(1986) and others have argued, 1t 1s necessary to understand 
the place of technological innovations within the larger and 
more complex process of industry legitimation, a process 
that involves cultural, social, and material factors 
Understanding how markets are created and sustained 
can help managers navigate environments in which multiple 
stakeholders determine the success or failure of a new prod- 
uct or industry To sell a new surgical innovation, for exam- 
ple, a company must win over not only physicians but also 
patients, providers (e g , hospitals), payers (e g , insurance 
companies), and policy makers (eg, the Food and Drug 
Administration) Marketing managers for the new surgical 
device can therefore benefit from an understanding of the 
legitimation process and its strategic implications for tailor- 
ing marketing strategy and communications to multiple 
stakeholders, especially with new innovations, such as 
laparoscopic surgical devices A grasp of legitimacy dynam- 
ics 1n early markets gives managers strategies to explain the 
innovation to patients and physicians, navigate complex 
regulatory environments, and enter new markets such as 
China or India From a public policy perspective, it 1s 
equally important to understand the costs and benefits of 
legitimation for society Will the new surgical device be 
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safe? Will ıt be affordable to all? Public policy makers can 
gain from an understanding of legitimation that enables 
them to steer 1ndustry development 1n a way that benefits 
consumers and sustains innovation 

Many new industries face challenges of legitimation 
For example, Bluetooth headsets for cell phones faced not 
only regulatory hurdles with the Federal Communications 
Commission, Federal Aviation Administration, and Joint 
Aviation Authorities (Gilster 2002) but also considerable 
normative and cultural-cognitive challenges in the adoption 
process (Walker 2006, Young and Yuan 2005) Before intro- 
duction of the technology, consumers had never seen a 
device like a Bluetooth headset and therefore had neither a 
cognitive schema for understanding 1t nor the social norms 
for using ıt Talking 1n public, seemingly to oneself, without 
a visible conversational partner was counternormative, and 
adopters were deterred at first from breaking this social 
norm (Walker 2006, Young and Yuan 2005) Furthermore, 
customers have long been concerned with the health risks 
associated with using electronic devices close to the head— 
the culturally sacred locus of rationality ın Western cul- 
ture—and with the regulation of such devices (Brodie 1993, 
Cohen 2008, Parker-Pope 2008) Despite these hurdles, 
over time, Bluetooth headsets have gained legitumacy 
through changes ın regulatory, cultural-cognitive, and nor- 
mative structures Legitimacy has been an issue for many 
other innovations and industries—Betamax (Cusumano, 
Mylonadis, and Rosenbloom 1992), nuclear power (Gam- 
son and Modigliam 1989), and boiling water in Peru 
(Rogers 1995)—to name only a few 

To study this interplay of social and cultural factors in 
the process of market creation, I use institutional theory to 
understand industry legitimation Institutional theory pro- 
poses that any institution (e g , a church, a school, the ntes 
of marnage) 1s supported by three "pillars"—regulatve, 
normative, and cultural cognitive (Scott 1995) Each pillar 
serves a specific sociological or psychological function that 
supports the institution Institutions—of which industries 
are one example—-are established to the degree to which 
they are supported by these three elements Previous work 
in marketing has used institutional theory to understand the 
impact of socially oriented marketing actions (Handelman 
and Arnold 1999), consumer choice of a retailer (Arnold, 
Kozinets, and Handelman 2001), customer trust (Grayson, 
Johnson, and Chen 2008), channel structure (Grewal and 
Dharwadkar 2002, McFarland, Bloodgood, and Payan 
2008), firm strategy (Lambkin and Day 1989), and intraor- 
ganizational dynamics (Homburg, Workman, and Krohmer 
1999) This article expands the uses of institutional theory 
in marketing by employing ıt to understand the creation of 
markets as a social process 

Markets are *concrete exchange structures between pro- 
ducers and consumers" (Weber, Heinze, and Desoucey 
2008, p 529) For a market to be created, producers and 
consumers must come to certain shared understandings of 
what 1s being exchanged and why This “mucroconstruction- 
ist” perspective of markets—the view adopted herein—sug- 
gests that the process of market creation 1s largely a process 
of institutionalizing certain shared understandings and prac- 
tices of exchange (Fligstein 1996, White 2002, for a fuller 
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treatment and contrast with other perspectives, see Weber, 
Heinze, and Desoucey 2008) How are these shared under- 
standings established, and how do they evolve? What 1s the 
role of managers 1n developing these understandings? 
Answenng these questions will help develop knowledge of 
markets beyond variables of quantity and price to evaluate 
the role of other social and cultural factors 1n the develop- 
ment and functioning of markets 

Despite calls for a sociological understanding of the 
marketing process in general (Kotler 1986) and new mar- 
kets in particular (Buzzell 1999), research on the role of 
social and cultural factors 1n the creation of new markets 
has been sparse Some research has used sociocultural 
variables to understand changes 1n product categories For 
example, Rosa and colleagues (1999) analyze the evolution 
of the minivan category by showing how the stabilization of 
sociocognitive structures, such as vehicle category, affects 
market development This research provides a promising 
avenue for using sociocultural variables to understand the 
evolution of category structure, but 1t has focused on shared 
cognitive structures to the exclusion of normative and regu- 
latory variables However, scholars 1n management (Deep- 
house 1996, Suchman 1995) and economic sociology (Flig- 
stein 1996, Schneiberg and Bartley 2001) suggest that 
normative and regulatory factors are crucial components 1n 
the creation of new markets because they are tied to con- 
sumers' willingness to adopt or change particular sociocog- 
nitive schema Here, I introduce an institutional approach 
(Scott 1995) to understand new markets and reconcile both 
cognitive and normative factors 

In selecting a case of legitimation for study, several cri- 
teria were important It was important to select an industry 
in which regulatory, normative, and cultural-cognitive barri- 
ers shifted noticeably over time, were clearly distinguish- 
able, and were considerable in magnitude. Because of the 
contrast with innovations research, 1t was important for the 
market under study to be one in which there was no signifi- 
cant technological innovation, no sudden change in process, 
and no discovery of unrealized consumer needs Rather, the 
case needed to be one in which market “space” was created 
through a network of social actors working through cul- 
tural, social, and legal structures In considering these crite- 
ria, I chose to study the case of casino gambling In the past 
30 years, casino gambling has grown from a marginal busi- 
ness operating in one U S state to a thriving, multibillion 
dollar industry that now exists 1n 28 states (National Gam- 
bling Impact and Policy Commission 1999) Although 
casino gambling has had some degree of cultural-cognitive 
legitimacy since at least the early 1800s and draws on gam- 
bling more broadly, a practice that dates back to prehistoric 
China (Asbury 1938), ıt has lacked normative and regula- 
tive legitimacy ın most of the United States since the late 
1880s In addition, although its cultural-cognitive legiti- 
macy could be viewed as an asset to market development, 
the association with crime that this cultural history brings 
with it 1s as much a liability as an asset Because most new 
products merely face one or two of these hurdles alone, 
casino gambling presents a rich case for studying legitima- 
tion because it has faced challenges with all three types of 
legitimacy 


Although legitimation of the industry has been enabled 
to some degree by exogenous factors, such as states' need 
for tax revenue, development of the market was steered ın 
important ways by industry executives For example, there 
were multiple possible solutions to changes 1n the environ- 
ment, such as the taxation of other industries or state budget 
cuts The casino industry that emerged was the result of the 
successful coordination of multiple stakeholders—regula- 
tors, public policy activists, and financial investors— 
through strategic intervention on the part of industry advo- 
cates The goal of this article 1s not to argue that casino 
executives engineered the market out of whole cloth but 
rather to examine the role of managers 1n coordinating the 
multiple stakeholders required for market development and 
to understand the part their symbolic interventions played in 
legitimation 

This article makes four contributions to the study of 
new markets First, by assessing changes in social, cultural, 
and legal frameworks, I offer a robust theory for predicting 
and assessing the effects of these factors on industry suc- 
cess Previous work has focused on each of these aspects 
individually but has not accounted for their interaction and 
mutual reinforcement over tıme This sociopolitical 
approach can be contrasted with product-focused, utilitarian 
models of market development and diffusion 

Second, this article makes a contribution to the litera- 
ture on market development by studying barriers to entry 1n 
new markets Previous research has focused on diffusion in 
industries that are relatively open to free entry, yet few, 1f 
any, markets are completely free of institutional barriers 
The seemingly aberrant case of a "protected" market 
becomes commonplace when conceptualizing multinational 
corporate enterprise in many different countries For exam- 
ple, conducting business in China comes with the need to 
understand regulatory, normative, and cultural structures 1n 
addition to basic financial facts (Kotler 1986) A model of 
industry creation based on technological innovation cannot 
adequately predict the success of innovation 1n markets 1n 
which competitive advantage may come from finessing one 
or more of these legal or cultural constraints Although ıt is 
commonly acknowledged that industry stakeholders engage 
in megamarketing, the process through which this happens 
has not been fully explored I show that stakeholders use 
specific frames to shape the perceived legitimacy of an 
industry and that these frames are effective in negotiating 
the political environment 

Third, this article makes a methodological contribution 
by introducing the method of automated content analysis to 
study the evolution of markets and pairs ıt with historical 
methodologies already used in marketing (Golder 2000, 
Golder and Tellis 1993) Automated content analysis 
enables researchers to supplement qualitative analysis of 
archival data with quantitative counts that assess the 
changes in prevalence of sociocognitive concepts over time 
Automated content analysis also enriches previous 
approaches that use human content analysis (Gross and 
Sheth 1989, Kassarjian 1977, Kolbe and Burnett 1991) by 
allowing the data set to be expanded beyond previous prac- 
tical limitations 


Fourth, this article makes a contribution to marketing by 
assessing the development of an industry rather than a par- 
ticular product or 1nnovation Unlike previous studies that 
have considered sociocognitive acceptance of a single prod- 
uct type (Carpenter and Nakamoto 1989, Rosa et al 1999), 
the current research takes account of the wholesale legiti- 
mation of a new industry through changes ın regulatory, 
normative, and cultural-cognitive structures This industry- 
wide view allows for strategic insights into and recommen- 
dations that address marketing problems that cannot be 
solved by understanding diffusion patterns of a particular 
innovation or at an early stage of development Most cur- 
rent approaches presuppose an existing unmet need or tech- 
nology, while the research here addresses the ways compa- 
nies can navigate more complex early market environments 
that include multiple stakeholders 

The remainder of the article 1s structured as follows I 
begin by introducing the theory of legitimation from soci- 
ology and explain how it can enrich current theories of dif- 
fusion in marketing Then, I introduce the data and the 
methods used to assess legitimation of new industries This 
is followed by thematic and affective analyses to show the 
effect of these variables on industry legitimation I then 
detail the actions managers took to navigate the social and 
political environment. Finally, I conclude by discussing the 
implications of the research for theorizing the creation of 
new markets 


Theory 


Legitimation 


To understand the diffusion of casino gambling, I draw 
from theories of legitimation in sociology Legitimation 1s 
the process of making a practice or institution socially, cul- 
turally, and politically acceptable within a particular context 
(Johnson et al 2006, Suchman 1995) According to sociol- 
ogist Max Weber ([1922] 1978, p 37), legitimacy 1s a 
mechanism for explaining why people regularly and volun- 
tarily submit to authority. “So far as [social action] 1s not 
derived merely from fear or from motives of expediency, a 
willingness to submit to an order imposed by one man or a 
small group, always implies a belief in the legitimate 
authority " That 1s, social action under beliefs of legitimacy 
is more than blind obedience, ıt includes the complicity or 
approval of action on the part of the subject Social actors 
need not fully accept a practice or institution for it to be 
legitimate, but they must conform their behavior to its exis- 
tence Furthermore, legitimacy 1s solidified by a network of 
norms and beliefs—‘“the legitimate order"—that make 
some forms of power legitimate and some forms of power 
illegitimate (Weber [1922] 1978, p 31) Theories of legiti- 
macy focus on the way this network of norms and beliefs 1s 
constructed and maintained for a particular entity Since 
Weber’s initial theorization, legitimacy has been refined 
into a multidimensional construct Previous research has 
examined three types of legitimacy regulative, normative, 
and cultural cognitive (Scott 1995, Suchman 1995) 
Regulative legitimacy 1s the degree to which an organi- 
zation adheres to “explicit regulative processes rule-setting, 
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monitoring, and sanctioning activities" (Scott 1995, p 42) 
These activities are overseen and enforced by superordinate 
institutions, such as government or regulatory agencies 
Although regulative legitimacy is an important component 
in legitimation, ıt ts most rmportant during the first stages of 
legitimation (Scott 1995) As a key component in the legiti- 
mate order, the state has a special role 1n determining and 
overseeing industry structure, especially when industries 
are new After industries mature, regulative legitimacy 
becomes less important because the industry has been certi- 
fied, legalized, and sanctioned for the public. This means 
that regulation of the casino industry would likely be dis- 
cussed a lot when the 1ndustry 1s young but less so as the 
industry matures because it 1s no longer necessary and 
indeed may even hinder perceptions of legitimacy at 
advanced stages of industry development 

Normative legitimacy 1s the degree to which an organı- 
zation adheres to the norms and values in the social envi- 
ronment Dowling and Pfeffer (1975, p 122) define legiti- 
macy as “congruence between the soctal values associated 
with or implied by [organizational] activities and the norms 
of acceptable behavior in the larger social system” (see also 
Pfeffer and Salancik 1978) This definition proposes that 
legitimacy ıs a property of the relationship between the 
organization and its generalized environment, and it frames 
legitimation as a process of garnering normative acceptance 
in this environment Normative legitimacy 1s distinct from 
regulative legitimacy 1n that 1t does not require the sanction 
of a supraordinate institution Some practices that are illegal 
are nonetheless normative For example, speeding 1s illegal 
but, 1n most contexts, 1s normatively legitimate That 15, the 
majority of social actors approve of speeding and believe 
that others (with the exception of the police) would approve 
as well Social actors construct normative legitimacy, but 
they are also bound by 1t (Suchman 1995) This means that 
positive evaluation of casino gambling 1s both a dependent 
and an independent variable in the legitimation process 
Over time, however, as the practice becomes legitimate, 
positive evaluation of casinos would be expected to stabilize 
by either going up or remaining constant, while negative 
evaluation should decrease In this way, a practice can 
become normatively legitimate by becoming positively 
viewed (1e, endorsed) or by becoming less negatively 
viewed (1e, tolerated) Thus, either trend would be 
expected to enable the legitimation of the casino industry 

Last, cultural-cognitive legitimacy 1s the degree to 
which an organization is known and understood by social 
actors Cultural-cognitive legitimacy ıs most often mea- 
sured as the quality of being “taken for granted"—that 1s, 
the degree to which an organization or innovation fits with 
existing cognitive and cultural schemas Both cognitive and 
cultural elements fall under this pillar because, though cog- 
nitive schemas exist individually, these schemas are created 
and reinforced through cultural processes and representa- 
trons (Scott 1995) Cultural-cognitive legitimacy is an 
important and subtle component in the legitimation process 
Often, 1t works 1n tandem with normative legitimacy, how- 
ever, it 1s different from normative legitimacy ın that it 1s 
deeply taken for granted at a tacit, cognitive level While 
normative legitimacy stresses moral obligation, cultural- 


4 / Journal of Marketing, March 2010 


cognitive legitumacy "comes from adopting a common 
frame of reference or definition" and rests on "precon- 
scious, taken-for-granted understandings" rather than 
explicit acknowledgment of normative codes of behavior 
(Scott 1995, p 61) 

These three types of legitimacy can reinforce one 
another or can be in conflict Full legitimacy could be 
achieved by complete regulatory compliance, normative 
acceptance of social actors, and eventual “taken-for- 
grantedness" of the institution Conversely, organizations 
and products can have varying degrees of legitimacy of dif- 
ferent types 


Diffusion and Legitimation 


Understanding legitimation can inform studies of diffusion 
in marketing I briefly review the relevant research ın diffu- 
sion to show how an understanding of the legitimation 
process enriches the understanding of diffusion The largest 
area of diffusion research in marketing comes from the Bass 
(1969) model, in which the common generalization 1s that 
innovations diffuse in an S-curve pattern (Mahajan, Muller, 
and Bass 1995) That 1s, the innovation 1s adopted slowly at 
first and then at an accelerated rate until diffusion reaches 
an inflection point at which adoption of the innovation 
slows and finally levels off The growth in the number of 
casinos in the United States fits this pattern (Figure 1) 

Although modeling diffusion is not the focus of this article, 
I estimate two of the most commonly used coefficients— 
those of innovation and imitation—in the Web Appendix 
(see http //www marketingpower com/jmmarch10) 

The Bass model proposes that there are two kinds of 
actors in the diffusion process “innovators,” who receive 
and respond to mass media, and “imitators,” who receive 
and respond to word-of-mouth communication In general, 
scholars assume that mass marketing and word of mouth 
have a linear and positive effect on diffusion and that these 
communications are unambiguously and uniformly picked 
up by adopters The current research suggests that there are 
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more actors 1n the diffusion process than accounted for by 
current models Communications target not only adopters 
but other stakeholders as well, such as journalists, politi- 
cians, and citizens In turn, these parties work to legitimate 
the practice, which further encourages or even legally 
enables adoption When considering the impact of regula- 
tory, normative, and cultural structures on diffusion, these 
stakeholders become important 

Furthermore, prior diffusion research has tended to 
approach adoption from a utilitarian perspective (e g , Chat- 
terjee and Eliasberg 1990) and thus has focused on the 
localized interaction between consumer and innovation, 
omitting the influence of social norms and values on 
product-user interaction. By accounting for the influence of 
social structure on product adoption, this research provides 
advancement beyond the utilitarian perspective Specifi- 
cally, for the utilitarian case to hold, the 1nnovation must be 
unambiguously "better" and widely available through distri- 
bution channels When the value of an innovation 1s 
ambiguous, very new, or not yet widely available, institu- 
tional factors are important for predicting success of an 
innovation 

In general, the agenda of this research 1s to assess the 
social and cultural factors of the diffusion process by bring- 
ing institutional theories of legitimation to bear on the data 
from the industry of casino gambling How do new indus- 
tries come to be accepted 1n the marketplace? Through what 
social and cultural processes does diffusion occur? Can 
these changes be measured over time, and can this lead to 
an understanding of the impact of these changes on the dif- 
fusion process? Finally, what 1s the role of social actors 1n 
shaping these changes? Answering these questions will lead 
to a better understanding of how marketing managers can 
shape market development 


Data and Methods 


In this article, I focus on shifts 1n legitimacy by analyzing 
changes in the framing of casino gambling that exist in 
popular discourse Using the analysis of newspaper articles, 
I assess changes 1n legitimacy by borrowing framing theory 
and methods from sociology of culture and institutions (for 
a review, see Benford and Snow 2000, Matthes and Kohring 
2008) Frame analysis has been used extensively ın soci- 
ology to study changes 1n political and cultural discourses 
over time (Ferree and Mernll 2000, Gamson and 
Modigliam 1989, Johnston and Baumann 2007) Frames are 
“individual cognitive structures that orient and guide 
interpretation of individual experience” (Oliver and John- 
ston 2000, p 41) They enable a person to “selectively 
punctuate and encode objects, situations, events, [and] 
experiences — within one's present and past environment" 
(Snow and Benford 1988, p 137) To accomplish this punc- 
tuation and encoding, they "draw from the supporting 1deas 
and norms of ideologies, but are understood as more spe- 
cific cognitive structures advanced by social actors to shape 
interpretation and understanding of specific issues” (John- 
ston and Baumann 2007, p 172) Frames are the linguistic 
tools by which social actors attempt to manipulate legiti- 
macy over time Theoretical questions about legitimation 


can now be reframed as empirical questions about frames 

What frames are present in the gambling debate? How do 
stakeholders receive and use these frames? Do the uses of 
these frames legitimate the practice? Finally, does legituma- 
tion result 1n action—do more people actually adopt casino 
gambling because it becomes legitimate? 

From the previous theorization of legitimation, several 
testable expectations can be formulated The first expecta- 
tion 1s that as casinos become more legitimate, newspaper 
articles will show a decrease 1n references to illegitimate 
frames, such as crime Second, the presence of legitimate 
frames, such as business, 1s expected to increase Third, 
casino gambling should be associated with regulation 1n the 
initial stages of legitimacy, but these associations should 
taper as regulative legitimacy becomes assumed by the pub- 
lic Fourth, discourse 1s expected to become less polarized, 
moving from strong negative emotions to more subtle emo- 
tions as casinos become territonally established Finally, 
more strategically advantageous frames, such as business, 
are expected to be used by managers, while newspaper dis- 
course should have a mix of frames produced by social 
actors with various strategic interests and agendas 


Data 


To study the legitimation process, I evaluated newspaper 
articles about casino gambling from 1980 to 2007 I 1denti- 
fied newspapers with the three largest circulations, a reader- 
ship 1n all 50 states, and a focus on national news under the 
assumption that publications that meet these criteria present 
reasonable and likely indicators of legitimacy These news- 
papers were the New York Times, the Wall Street Journal, 
and USA Today Using the Factiva database, I 1dentified all 
articles appearing in these newspapers that contained the 
keyword “casino” 1n their title or lead paragraph (n = 7211) 
I constructed a second, smaller subset of 600 articles (669 
pages) for qualitative analysis, using a stratified random 
sample from three periods 1980-1988, 1989—1999, and 
2000-2007 These time frames were chosen because their 
endpoints correspond to important regulatory actions ! 
Using these two data sets, I was able to make comparisons 
not only across the three publications but also across peri- 
ods within publications 

To analyze the role of managers 1n shaping the legitima- 
tion process, I supplemented the newspaper data with a data 
set of press releases from the top seven casino companies 
available through Factiva from 1985 (the first year of their 
availability) to 2009 (n = 904) Because press releases 
reflect the 1mage a company wants to portray to the general 
public, the media, and investors, these documents can be 
used as 1ndicators of strategic 1ntent on the part of company 
managers to frame the industry I also examined six existing 
interviews with current and former casino executives (Grif- 
feth 2005, Gros 2008, Koughan 1997) These data sets were 
then compared with data collected from several other 


IIn 1988, a Supreme Court decision paved the way for regula- 
tory nationalization by permitting Native American tribes to oper- 
ate casinos In 1999, a committee appointed by the United States 
Congress to study the effects of gambling released a report that 
concluded that gambling expansion in the United States should be 
halted until the effects of gambhng were better understood 
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sources the number of casinos built each year (American 
Gambling Association [www americangaming org]), crime 
statistics (National Incident-Based Reporting System 
[http //www fbı gov/ucr/ucr htm#nibrs]), annual reports, 
government documents (National Gambling Impact Study 
Commission [http //govinfo library unt edu/ngisc/]), and 
cultural materials (e g , films) 


Methods 


Following procedures set forth by Golder (2000), I con- 
ducted historical analysis of the casino industry, analyzing 
primary documents of newspaper articles, legal precedents, 
and secondary sources (eg, industry histories, biogra- 
phies) As public documents aimed at providing unbiased, 
truthful accounts, newspaper articles meet the criteria for 
historical analysis of competence, objectivity, and reliability 
(Gottschalk 1950) Multiple newspapers were chosen for 
corroboration (Golder 2000) Although the content of news- 
paper articles 1s constructed by the interests and agendas of 
particular journalists (Tuchman 1978), in the aggregate, ıt 
can be and has been used as a reliable indicator of general- 
ized public opinion (Deephouse 1996, Gamson 1992, Gam- 
son and Modigliani 1989) Unhke niche communications, 
such as blogs, magazines, or legal documents, this kind of 
mass-media discourse has particular relevance when study- 
ing public opinion because ıt both reflects and influences 
public perceptions 

In this study, I present the results of three types of con- 
tent analysis—thematic, affective, and strategic—to assess 
trends 1n the coverage of casino gambling over time and to 
compare those trends with 1ndustry data, documenting its 
diffusion 1n the United States. Thematic analysis compares 
changes in themes over time and examines changes 1n the 
way casino gambling has been framed as a consumption 
activity (Gamson and Modigliani 1989, Matthes and 
Kohring 2008) Affective analysis tracks changes in lan- 
guage valence and emotion (anxiety, sadness, and anger) 
over time, providing insight into the tenor with which 
casino gambling has been represented Strategic analysis 
evaluates the types of rhetorical strategies a particular group 
of stakeholders uses (in this case, managers) 

The thematic analysis was done in several stages and 
followed what Altheide (1987) calls “ethnographic content 
analysis” (see also Krippendorff 2007) I began by qualita- 
tively analyzing a sample of 200 articles from each newspa- 
per (for a total of 600 articles), coding for common themes 
and frames using a process of analytic induction, tracking 
between theory and data, until some stability was reached in 
interpretation (Katz 2001), as 1s consistent with previous 
archival research (e g , Belk 1992) Because only one inves- 
tigator was involved in the interpretation and development 
of categories, examples of the interpretations for assessment 
appear in the Web Appendix (http //www marketingpower 
com/jmmarch10) 

In the qualitative analysis, certain frames or themes 
emerged that reflected either legitimacy or illegitimacy 
Using these themes, I then conducted an automated quanti- 
tative content analysis of the population of articles from 
1980 to 2007 using the computer program called LIWC 
(Pennebaker, Francis, and Booth 2007), which uses psycho- 
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metrically pretested dictionaries to perform word counts of 
relevant words that represent a given construct or concept 
For example, the words "arrest," “guilty,” and "criminal" 
would all be counted as mentions of the concept of "crime," 
which previous qualitative analysis linked to illegitimacy 
Qualitative analysis was used at both ends of the investiga- 
tion Not only was it crucial for grounded dictionary devel- 
opment and essential for the creation of categories for fur- 
ther quantitative analysis, but 1t also enabled interpretation 
of these categories after general trends were counted 

Two dictionaries were used to assess trends 1n newspa- 
per content The first was a dictionary constructed and 
tested by Pennebaker, Francis, and Booth (2007) that counts 
basic concepts, such as valance, verb tense, and categories 
developed from common emotion rating scales (eg, the 
PANAS, or Positive Affect Negative Affect Schedule [see 
Watson, Clark, and Tellegen 1988], for full validity and reli- 
ability measures, see Pennebaker, Francis, and Booth 2007) 
A second, custom dictionary was constructed using the 
method that Pennebaker, Francis, and Booth prescribe 
After the qualitative analysis, a list of words was generated 
for each of 13 concepts derived 1n the qualitative analysis 
(see Table 1) Three judges were then asked to indicate 
whether each word should be included or excluded from the 
dictionary category They were also asked to offer any sug- 
gestions for additional words Words 1n the dictionary were 
then added or eliminated on the basis of the following rules 
(1) If two coders agreed that a word should be included, it 
was left on the list, (2) 1f two coders agreed that a word 
should be removed from the list, 1t was removed, and (3) 1f 
two coders suggested the same word, it was added to the 
list 

Analysis of newspaper articles was done at two levels 
at the article level and at the word level The convention in 
communications research is analysis at the word level 
because of the ease and transparency of analyzing data 
using computer programs (Mehl and Gill, in press) How- 
ever, analysis by article 1s more appropriate for answering 
some of the research questions posed here because it allows 
for the counting of primary article topics (Matthes and 
Kohring 2008) For example, to determine how much crime 
is mentioned in connection with gambling, it is more appro- 
priate to count all articles about crime and gambling (as 1 or 
0 for each article) than to count all words related to crime 
One article can have many words related to crime, but it still 
remains one article of many To adapt computer analysis to 
the article level of analysis, word counts were done by arti- 
cle, and an article was coded as being “about” a concept if it 
contained a percentage of words above the mean for that 
newspaper A qualitative spot check was conducted on a 
subsample of the articles to ensure that this method accu- 
rately represented article topics Analysis by article was used 
for the thematic analysis, and analysis by word was used for 
the affective and strategic analysis Descriptive statistics for 
the main variables and data on the number or articles per 
year appear in the Web Appendix (http //www marketing 
power com/jmmarch10) 


TABLE 1 
Dictionary Words and Agreements 





Words in 
Category Abbreviation Examples Category Alpha 
Crime Crime Trial, arrested, robbery 26 96% 
White-collar crime White collar Bribe, kickback, extortion 18 79% 
Regulation Regulation License, commission, law 34 92% 
Social issues Social Community, neighborhood, residents 12 93% 
Business issues Business Industry, revenue, profit 18 89% 
Entertainment Entertainment Fun, play, junket 19 90% 
Economic issues Economy Jobs, growth, tax 8 10096 
Morality Morality Sin, vice, values 30 9496 
Luxury Luxury Champaign, jet, rich 9 9496 
Addiction issues Addiction Psychology, treatment, diagnose 11 9496 
Probability Probability Luck, odds, tossup 9 9496 
Illegal substances Substances Drugs, alcohol, narcotics 9 10096 
Casino games Games Craps, poker, slots 10 10096 
Amplification Amplification Fun, excitement, win, jackpot 5 10096 
Extension Extension Resort, destination, growth 9 10096 
Bridging Bridging Addiction, problem gaming, underage 10 10096 


Notes Alpha is the percent agreement of three coders on dictionary words in the category 


Results 


The primary goal of this article ıs to understand changes in 
the perceptions of casino gambling over time, assess the 
impact of those changes on market development, and evalu- 
ate the role of managers 1n directing those changes What 
normative and cultural-cognitive changes led to market 
development and paved the way for legitimation? In gen- 
eral, gambling 1s expected to become more associated with 
legitimate frames, such as business, and less associated with 
illegitimate frames, such as crime In addition, these 
insights will be deepened by understanding the accompany- 
ing linguistic and emotional trends associated with these 
frames 


Thematic Analysis 


To assess changes in normative and cultural-cognitive per- 
ceptions, a thematic analysis of newspaper content was con- 
ducted The thematic analysis focuses on changes ın four 
major frames that are used when speaking about casino 
gambling—crime, business, regulation, and social issues 
These frames emerged from the qualitative analysis aimed 
at assessing what language was used to legitimize or dele- 
gitimize casino gambling Each frame carries with 1t some 
degree of normative weight and can be used to support a 
larger, more implicit ideology Although only a few exam- 
ples of each theme are presented here, a data table of exam- 
ples appears in the Web Appendix (http //www marketing 
power com/jmmarch10) 


Crime From the theorization of legitimacy, the expecta- 
tion 1s that as the industry becomes more legitimate ın the 
generalized public sphere, casino gambling should become 
less associated with illegitimate concepts such as crime As 
predicted, the association between casino gambling and 
crime goes down precipitously 1n all three publications dur- 


ing the periods analyzed In the 1980—1988 period, 26% of 
all articles on casinos in the New York Tumes were about 
crime, while in the 2000-2007 period, only 15% of all artı- 
cles were crime related (see Table 2, a t-test reveals that this 
difference 1s statistically significant at the p < O01 level, 
t = 568) In the Wall Street Journal, articles about crime 
constituted 18% of all casino articles in 1980—1988 but only 
11 5% of all articles in 2000-2007 (t = 3 12, p « 001) In 
USA Today, 24% of all casino articles were about crime in 
1989-1999, while only 11% of articles were about crime in 
2000—2007 (t = 374, p « 001) An alternative explanation 


TABLE 2 
Changes in Frames over Time by Period 
The New The Wall USA 
York Times Street Journal Today 
Crime 
1980—1988 25 98 18 38 
1989-1999 17 44 11 35 23 96 
2000—2007 15 08 11 48 10 70 
Regulation 
1980-1988 42 09 34 56 
1989-1999 32 94 31 83 32 30 
2000-2007 28 25 35 95 17 11 
Business 
1980-1988 38 73 37 01 
1989-1999 32 00 41 37 26 43 
2000-2007 26 98 54 08 34 22 
Social issues 
1980-1988 23 59 18 14 
1989—1999 27 50 20 28 26 28 
2000—2007 35 16 38 07 29 95 


Notes Dependent variable Number of articles about crime, regula- 


tion, business, or social issues/number of articles in the 
period x 100 
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for the decline 1n crime coverage may be that crime actually 
decreased as a result of corporate casino management 
However, the data do not support this alternative hypothe- 
sis The general yearly pattern of crime coverage indicates 
that ıt declines most notably ın 1988 ın the New York Times 
and ın 1992 in the Wall Street Journal, well before casinos 
were built Thus, casino gambling became less associated 
with crime during the period between its regulatory intro- 
duction and its subsequent territorial expansion The reduc- 
tion 1n crime discourse could not have been the result of 
industry growth, because casino building did not take off until 
well after 1992 This finding points to the shift 1n cultural- 
cognitive legitimacy before most shifts ın regulatory legiti- 
macy and well before territorial expansion The order in 
which the pillars of legitimacy emerge 1s discussed 1n sub- 
sequent sections 

In general, during the 26-year period of analysis, cover- 
age of gambling decreasingly included references to crime 
From the qualitative analysis, I find that the crime frame 1s 
often the expression of the deeper anthropological concept 
of “filth”, ıt represents disorder and decay, a disruption to 
the social order (Douglas 1966) For example, coverage of 
casino gambling 1n 1980 pairs casinos with crime and urban 
problems “The coming of the casinos has brought a num- 
ber of problems, including rising street crime ‘Casinos 
bring a lot of people and money to town, but also a lot of 
muggers and pickpockets and prostitutes,’ said the Rev 
Russell Gale, rector of St James Episcopal Church, a block 
from Resorts International “The whores come nght up on 
our porch’” (McFadden 1982, p B1) Muggers, pickpock- 
ets, and prostitutes are cited here as well-known symbols of 
criminal disorder The reverend in this article ties their 
increased presence to casino gambling in an attempt to 
group them 1n the same category In his rhetoric, the casino 
is the agent of introducing criminal elements into the 
community 

Furthermore, the crime frame 1n the discourse 1s used to 
undermine perceptions of public order and civil stability 
For example, one article reports that “Robert Killoran, the 
night manager of a hotel near the casino strip, said the 
heavy flow of gamblers bearing money to and from casinos 
had spurred a lot of crime ‘I see purse snatches, armed rob- 
bery, cars broken into, guns going off daily,’ he said ‘The 
city 1s not even trying to handle ıt They don't even ticket 
illegal parkers’” (Janson 1984, p B1) The crime frame in 
both 1ts dramatic representations (e g , armed robbery) and 
its small manifestations (e g , 1llegal parking) 1s 1nvoked to 
depict a threat to the social order If the city does not "even 
ticket 1llegal parkers," according to this 1nformant, social 
order has broken down as a result of the 1ntroduction of 
casinos In the qualitative analysis, I find that words associ- 
ated with crime are used to delegitimate casino gambling 
through its association with the deeper category of “filth” or 
"disorder," which threatens to undermine previously “pure” 
communities Articles about crime that exist 1n. 2007, 
though rare, are often related to white-collar crime, such as 
bribery or extortion of public figures 


Business In the legitimation process, an increase in 
associations between casino gambling and legitimate 1nsti- 
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tutions, such as corporations, 1s expected, making the casi- 
nos appear isomorphic with other accepted organizations 
(Dimaggio and Powell 1983) This expectation 1s supported 
by the data In the Wall Street Journal, 37% of articles on 
casinos were about business ın the 1980-1988 period, by 
the 2000-2007 period, 54% of the casino articles were 
about business (t = —6 64, p < 001) In USA Today, 26% of 
the articles on casinos were about business in 1989-1999, 
they comprised 34% of articles ın the 2000—2007 period 
(t 2 —2 00, p « 05) Notably, however, this 1s true only for 
the Wall Street Journal and USA Today In the New York 
Times, 38% of articles were about business in the first 
period, while 27% of the articles were about business 1n the 
last period. The New York Times deemphasizes the business 
frame over time in favor of other frames, such as social 
problems 

The qualitative analysis reveals that the business frame 
shapes the way casino gambling 1s represented and struc- 
tures normative beliefs about casinos by creating associa- 
tions with two distinct, but related, domains of discourse 
First, business articles frame gambling as entertainment and 
often draw explicit parallels to other, more legitimate forms 
of recreation, such as going to movies, concerts, and sport- 
ing events For example, one article reports that “Donald 
Trump ıs fond of telling the managers of Resorts Interna- 
tional Inc that the casino business isn’t just a matter of 
gambling "This ıs show business’” (Guy 1988, p 2B) To 
casino Owners, running a casino entails controlling many of 
the same logistics as an entertainment or service company 
In addition, note that the reporter selected this quotation 
about “show business” and not others about poverty or 
crime New casinos are depicted as full-service entertain- 
ment locales with shopping, movies, water parks, and night- 
clubs One article reports that a government official “said 
going to Atlantic City—‘an overall entertainment destina- 
tion with gaming’—was completely different from playing 
a slot machine at a race track or going to a small casino 
boat” (Strauss 2002, p 3) Again, the distinction between 
“mere” gambling at a slot machine or at a race track 1s 
counterpoised to the over-the-top experience of an “enter- 
tainment destination” As I discuss subsequently, extension 
of the casino concept into the hospitality category was one 
important rhetorical tactic that aided legitimation 

Multiple stakeholders 1n the legitimation process adopt 
this business frame Not only do business and government 
representatives frame gambling as entertainment, but even- 
tually consumers adopt this frame as well Consumer quota- 
trons include comparisons with other leisure activities For 
example, ““We don’t have anything bad to say, said Mr 
Gold, who was a jeweler before he retired six years ago 
‘If we didn’t come here [Atlantic City], we would probably 
just sit home and watch television’” (Nieves 1998, p 27) 
Such consumers think of casino gambling as interchange- 
able with other recreational activities They use the dis- 
course of entertainment—provided primarily by a consor- 
tium of casino executives beginning around 1995—to make 
sense of their experience Because television watching 1s 
legitimate, this comparison elevates gambling to the world 
of common leisure activities These quotations are signifi- 
cant not only because they indicate that consumers adopt 


the entertainment association but also because they reveal 
the choices of journalists regarding the representation of the 
industry 

Second, the qualitative analysis shows that traditional 
business reporting frames casino gambling as a legitimate 
institution by reporting mergers, acquisitions, divestments, 
profits, and growth projections Using financial language, 
these articles depict casino companies as they would any 
other business For example, as one executive says, 
“[g]ambling 1s a business and if ıt makes economic sense, 
we'll go anywhere to operate” (Ayres 1997, p A18) 
Although casinos are subject to constraints 1n the regulatory 
sphere, the business frame identifies them with the tradi- 
tional business form and depicts their actions as a product 
of financial rather than social calculation 

Much of the data collected and analyzed support the 
proposition that both aspects of the business frame, enter- 
tainment and financial logic, work together to increase the 
legitimacy of casinos over time 1n the Wall Street Journal 
and USA Today However, also note that 1n the New York 
Times, casino articles that use the business frame decline 
This is likely because of the relatively local focus of the 
New York Times Atlantic City, where business expanded 
primarily in the first period, becomes associated with social 
problems in the second and third periods Although an 
increase in the business frame indicates that casino gam- 
bling becomes nationally legitimate 1n locales such as Mis- 
sissipp1 and Indiana, casinos may still be resisted locally in 
places such as New York (Johnson et al 2006) 


Regulation Recall that legitimation theory predicts that 
regulation plays an important part in the legitimation 
process early on, when the casino industry was quasi legiti- 
mate, but less of a role as the industry matures In general, 
this expectation 1s supported In the New York Times, arti- 
cles about regulation fell between the first and the last 
period (42% versus 2896, t = 6 97, p< 001) Similarly, cov- 
erage dropped in USA Today (32% versus 17%, t = 4 59, 
p « 001) In general, the regulation frame declined in 
importance as casinos diffused throughout the United 
States However, counter to this trend for the two general- 
interest newspapers, coverage in the Wall Street Journal 
remains constant 1n all three periods, primarily because of 
the importance of regulatory issues to the international and 
investment-onented audience Although regulation becomes 
taken for granted by the general public, ıt remains important 
to investors and industry readers 

The qualitative analysis reveals that the regulation 
frame does two things to support legitimation First, it 
assures the public that casinos are being held to standards of 
financial, ethical, and social accountability Articles depict 
licensing procedures—proposals to grant a gambling 
license after formal vetting or, less often, to take away a 
license after misconduct As one article from the Wall Street 
Journal (1984) reports, “(t]he Gaming Control Board inves- 
tigates licensing applicants as the enforcement arm of the 
state gambling commission Earlier this year the [gaming] 
control board ruled Mr Baldwin had played poker with 
and associated with individuals deemed by Nevada law to 
be ‘undesirable’ Licenses can be denied on the basis of 


such associations " As guardians of public welfare, regula- 
tory committee members seek out “undesirables” and ban 
them from participating 1n the 1ndustry This kind of brack- 
eting has long served the sociological function of legitima- 
tion through classification and control of certain pathologi- 
cal elements (Foucault 1977) The public nature of this 
process helps establish casino gambling as an industry 
removed from the influence of organized crime and trans- 
parent 1n 1ts business practices 

second, the regulatory frame 1s used to support the 
regulatory body, which must itself be legitimized to assure 
the public that its practices and members have integrity and 
are themselves accountable Articles commonly report pro- 
cedures for isolating the regulatory body from the influence 
of other organizations, such as companies or organized 
crime For example, when considering a bid for a license 
from a wealthy individual with rumored associations with 
organized crime, a gambling commussioner in one article 
reports that “despite the tremendous economic and political 
impact brought to bear, — 1t 1s important to follow our regu- 
latory mandate to scrutinize applicants for licenses, and 
their associations, to determine whether any associations 
pose a clear and present danger to the welfare of the state If 
they do, we must have the intestinal fortitude to deny the 
license” (Janson 1983, p A11) The “intestinal fortitude” 
this regulator vividly describes illustrates the tension he 
feels between financial and regulatory logic He opposes 
two ways of viewing gambling, an “economic and political” 
viewpoint versus a “regulatory mandate” to protect the 
interests of the state Policy makers often use narratives of 
defending the public trust to justify their own purpose to the 
public (Jacobs and Sobieray 2007) By casting themselves 
as protectors of public interest in the fledgling casino indus- 
try, policy makers and other regulators make their role 
appear vital to the existence of the casino industry This 
oversight furthers legitimacy by assuring the public that the 
industry 1s controlled 

The regulatory frame cognitively couples gambling with 
legal processes that are themselves overseen by a network 
of oversight This conforms to Weber’s ({1922] 1978) initial 
conceptualization of legitimacy in that bureaucratic author- 
ity ıs gained by a system of public offices that are (at least 
in theory) separated from instrumental, economic, or per- 
sonal concerns The rhetonc of the regulatory frame serves 
as an origin story for legitimating casino gambling as an 
industry Paradoxically, the decrease in coverage of regula- 
tory issues implies that casino gambling becomes more 
legitimate This 1s because as the practice becomes less con- 
troversial, ıt requires less coverage of regulation and less 
scrutiny of regulatory bodies However, the acceptance of 
the casinos’ existence does not imply that the effects of their 
presence go unmentioned or uncovered In the discourse, 
discussions shift from regulatory to normative legitimacy, 
specifically to a focus on social problems 


Social issues Although legitimation theory makes clear 
predictions about discourse changes throughout legitima- 
tion, 1t does not make clear predictions about what to expect 
after an industry has attained some legitimacy and becomes 
established 1n real, physical locales After casinos are per- 
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manently established 1n communities, how does this change 
the discourse? I find that though discourse about regulation 
and crime decreases, discussion of local, tactical issues in 
the community rises The coverage of issues such as traffic, 
pollution, and taxes does not challenge the industry’s legiti- 
macy directly through acceptance, but it changes how it 
operates by affecting endorsement Articles about social 
issues increased ın all three publications In the New York 
Tumes, 24% of articles were about social issues between 
1980 and 1988, while 35% of articles were about social 
issues between 2000 and 2007 (t = —6 15, p < 001) In the 
Wall Street Journal, this percentage rose from 18% to 38% 
(t 2 —8 59, p < 001) In USA Today, articles increased from 
26% 1n 1989-1999 to 29% 1n 2000—2007, but this differ- 
ence was not statistically significant (t = — 974) 
Understanding this shift requires careful qualitative 
analysis The qualitative analysis shows that the social 
frame reencodes ideas about contamination—taken from 
the crime frame—uinto the tactical domain of community 
problems The social frame often registers community dis- 
content with the effects of casino gambling For example, 
an article about Atlantic City reports that "[l]ast year, nearly 
200,000 buses rumbled 1n from all over the East, authorities 
say—fouling the air with fumes and noise, clogging and 
rutting streets and breaking sewer lines ‘Getting 1n and out 
of that city 1s a nightmare, and moving 1n and around that 
city 1s a nightmare,’ the Governor said “That’s one of the 
things which was never examined at all by those who ongi- 
nally suggested casino gambling" (McFadden 1982, p 
B1) Semantic concepts, such as cleanliness or dirtiness, are 
mobilized to oppose or valorize casino gambling on the 
local level, and these basic cultural categories run deep in 
issues of community formation Over time, as social issues 
are increasingly covered, the narrative of disillusionment 1s 
used to understand the transition from a “clean” to a “dirty” 
community and to articulate disappointment with the failure 
of casinos to deliver on community hopes This finding 
indicates that as new industries become legitimate, dıs- 
course moves from abstract to concrete issues, problematiz- 
ing endorsement Although acceptance may fuel industry 
creation, endorsement 1s required for sustained growth As I 
discuss subsequently, proponents for an industry should be 
aware of counterframes and may need to incorporate these 
into one or more existing frames through a rhetorical strategy 


Summary Overall, the thematic analysis shows quanti- 
tatively that articles about crime and regulation went down, 
while coverage of business and social 1ssues went up Pair- 
ing this with a qualitative analysis, the findings show that 
crime tends to depict gambling as illegitimate, unclean, and 
exploitative Regulation works as a founding myth to ensure 
that gambling 1s “safe” for the public, but as gambling 
becomes more legitimate, 1t 1s not needed to encourage pub- 
lic trust 1n the industry The business frame emphasizes eco- 
nomic growth and bestows cognitive legitimacy by employ- 
ing familiar schemas of business forms However, the one 
caveat to these indicators of increasing legitimacy ıs that 
coverage of social issues increases over tıme This pattern 
indicates that normative legitimacy of casinos moves from 
the national to the local level and 1s contested more often on 
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the ground of small, local 1ssues, such as traffic, rather than 
grand moral or economic issues 

In terms of the diffusion process, the shift 1n focus from 
a national to a community focus means that after an innova- 
tion becomes “adopted” by the user (in this case, a commu- 
nity), 1t may not be completely endorsed Although casino 
gambling overcomes the hurdle of regulatory legitimacy on 
a national and even local level, 1t must contend 1n the arena 
of public opinion that adjudicates issues of normative legit- 
imacy That said, regulatory legitimacy bolsters normative 
legitimacy because it provides a rhetorical stopgap that pro- 
ponents can use to frame gambling as a legitimate con- 
sumption practice, a practice metonymical with entertain- 
ment and finance and approved and controlled by 
government officials with integrity 


Affective Analysis 


The thematic analysis found changes 1n the ways the casino 
industry has been framed over time and tied these changes 
to shifts in industry legitimacy However, the affective 
weight of each frame has not yet been assessed Can it be 
determined, for example, that crime 1s associated with 
“bad” feelings and business 1s associated with “good” or 
neutral feelings? The qualitative analysis begins to answer 
these questions, but an affective analysis can also be used to 
measure systematic changes 1n affect over time To better 
understand the affective weight of each frame, I performed 
a correlation analysis between positive and negative emo- 
tion and each frame (see Table 3) Because article year 1s 
included 1n the analysis, 1t provides a sense of the evolution 
of affect over tume Overall, positive and negative emotion 
did not change over time Neither category 1s correlated 
with article year 1n the New York Times or the Wall Street 
Journal, which means that, on balance, these words did not 
appear more frequently 1n later years Despite this general- 
ization, positive emotion increased over time in USA Today 
(r= 247, p « 01) 

However, there are notable correlations between emo- 
tion and topic Pairing this information with the thematic 
analysis implies that though emotion words themselves did 
not significantly increase over time, the topics with which 
positive or negative emotions are associated increased or 
decreased over time In all three periodicals, crime 1s nega- 
tively correlated with positive emotions and positively cor- 
related with negative emotions Conversely, business 1s 
positively correlated with positive emotions and negatively 
correlated with negative emotions These two correlations 
support findings from the qualitative portion of the thematic 
analyses Crime, which 1s associated with negative emotion, 
depicts gambling as illegitimate. Business, which 1s associ- 
ated with positive emotion, buttresses gambling’s positive 
image and helps increase 1ts acceptance 1n public discourse 

Regulation 1s negatively correlated with positive emo- 
tion, but in general, 1t 1s not correlated with negative emo- 
tions In the qualitative analysis, regulation tends to be neu- 
tral, being associated with neither positive nor negative 
emotions Here, however, positive emotion 1s consistently 
absent from discourse 1n the regulatory frame Qualitative 
analysis can pick up positive correlations (the business 
frame was coded with many positive emotion words) but 1s 


TABLE 3 
Correlation Analysis by Newspaper 


Pearson Correlations 





Positive Negative 





Journal Year Crime Business Regulation Social Past Present Emotion Emotion 

The New York Times 
Year 1 — 028 —1l0"*  — 095** 086"  —084** 127** -— 020 — 021 
Cnme — 028 1 —120*  — 027 — 083** 246** ~182** | —-202"* 223'* 
Regulation —095* | —027 1 — 074** 020 — 011 ~ 038* — 098** 012 
Business —110*  -—120" — 074** 1 — 095** — 234** ~ 407** 097** —172** 
Social 086** --083** — 095** 020 1 — 035" 124** —041*  -012 
Past \ = 084** 246** —234* —O1T ~ 035* 1 — 068** — 049** 199** 
Present 127** | —182"** —-407* | -OS38"* 124** ~ 068** 1 227** 131** 
Positive emotion ~ 020 -202"* 097* | —098** — 041* — 049** 227** 1 008 
Negative emotion — 021 223"* - 172** 012 — 012 199** 131** 008 1 

The Wall Street Journal 
Year ; 1 - 134** 208'"* . — 031 118** — 193** 091** 002 ~ 028 
Crime —194** 1 — 135** 100** — 051* 149** — 016 — 088** 135%% 
Regulation — 031 100** 1 — 054** 003 015 044* — 114** 062** 
Business 208**  —185'* — 054** 1 — 022 — 048* — 298** 204"  —103"* 
Social 118" | —051* — 022 003 1 — 078** 033 —041*  —065** 
Past - 193** 149** — 048* 015 — 078** 1 — 109** — 019 082** 
Present 091** | —016 — 298** 044* 033 — 109** 1 ~ 049* 188** 
Positive emotion 002 — 088** 204* —114** — 041* — 019 ~ 049* 1 — 004 
Negative emotion — 028 135** — 103** 062** — 065** 082** 188** — 004 1 

USA Today 
Year 1 — 166"* 054 — 139** — 092** — 010 312** 247"* — 026 
Crime —166** 1 — 144** 133° 074* 141** — 194** — 255** 178** 
Regulation — 139** 133** 1 ~121** 202** 049 — 141** — 178** 048 
Business 054 - 144** — 121** 1 — 046 — 030 “ 023 108**  —002 
Social ~ 092** 074* — 046 202** 1 — 048 — 038 —141"*  -—029 
Past — 010 141^ ~ 030 049 — 048 1 — 001 044 242** 
Present 312**  -—194'* 023 ~ 141** — 038 — 001 1 339** 090** 
Positive emotion 247** —255** 108" . —178'* -—- 141** 044 339** 1 ~ 047 
Negative emotion — 026 178** — 002 048 — 029 242™* 090** — 047 1 


“p< 05 (two-tailed) 
**D < 01 (two-tailed) 
Notes N « 3903 (The New York Times), 2474 (The Wall Street Journal), and 834 (USA Today) 





less likely to pick up word absence That 1s, 1t is much more Emotion over Moe E Combined 
difficult for a reader to detect and take note of the absence ———————————— 
of positive words with the regulation frame than it 1s for the 4 
reader to notice word co-occurrence As a methodological 
aside, therefore, note the important contribution of correla- m 
tion measurement to the previous interpretive analysis g 3 
Social 1ssues are negatively correlated with both types £ 
of emotion, albeit extremely weakly This 1s likely because o 
social words, such as “community,” tend to be used in both e 2 
positive and negative ways Thus, although the social frame = 
shifts the scope of normative legitimacy, as noted previ- o 
ously, 1t may do so somewhat neutrally That 1s, coverage on E: : 
this new local level mixes the good with the bad, providing 
a picture of the industry that 1s not uniformly denounced or 0 
es 1980-1988 1989-1999 2000-2007 


To better understand the changes in types of emotion 
expressed over time, rather than simply valence, consider 


Figure 2, which shows the changes ın three types of nega- Ll E MEME CU 


tive emotion—anger, anxiety, and sadness—for all newspa- Notes Cases weighted by word count 


Period 
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pers combined Between the first and the third periods of 
analysis, sadness decieased (M = 35% versus 28%, t = 
4 50, p « 001), while anxiety rose (M = 11% versus M = 
14%, t = -5 55, p < 001) Anger declined shghtly (M = 
44% versus M = 42%, t = —3 73, p < 001) If these pat- 
terns are paired with the findings on the changes 1n themes, 
they indicate that as casino gambling has diffused from a 
topic debated on the national level to one debated on a local 
level, emotions have shifted from "hot" emotions (eg, 
anger) to cooler, more subtle emotions (eg , anxiety) The 
emotional tenor of anxiety makes sense insofar as citizens 
and journalists consider casino gambling a fact in the com- 
munity, one with troubling local consequences (for data on 
changes ın other linguistic trends, such as verb tense, see 
the Web Appendix at http //www marketingpower com/ 
jmmarch10) 

From the affective analysis, I find that though newspa- 
pers differ on thematic emphasis, 1n general they do not dif- 
fer on the correlations between emotion and theme There- 
fore, 1t can be concluded that each theme 1s consistently 
associated with a particular valence but that the emphasis of 
the frame differs according to newspaper readership, its edi- 
torial policies, and its geographical scope I also find that 
negative emotion shifts from hot emotions to the more sub- 
tle emotion of anxiety 


Managerial Influence over 
Legitimacy 

The preceding data establish that generalized perceptions 
about casino gambling changed over time because of the 
influence of multiple stakeholders (1e, policy makers, 
casino executives, and community activists) What was the 
role of managers in this process? I find that two distinct 
types of strategic action influenced the process of legitima- 
tion and, thus, market creation 

The first type of strategic action ıs material—the use of 
social networks, financial resources, and territorial struc- 
tures to obtain regulatory and normative legitimacy This 
kind of material influence directly affects social structure 
by enabling the deployment of financial and other resources 
to support the agenda of the social actors (Sewell 1992) As 
a casino executive notes, “Wall Street and the major corpo- 
rations, ITT, Hilton, MGM, etc have invested [in casino 
gaming] and it places an air of respectability” (J Terrance 
Lanni, interviewed ın Koughan 1997) Investment of *legiti- 
mate" money, the creation of trade associations, and the for- 
mation of connections with legitimate enterprise all con- 
tributed to legitimating the interests of casino proponents 

In the case of casino gambling, trade organizations on 
the state, national, and international level were formed to 
solidify and promote social networks in the industry These 
organizations served three legitimizing functions First, they 
promoted legitimacy by allowing industry stakeholders to 
narrow the number and meaning of available frames and to 
articulate a consistent point of view Second, they provided 
channels for the pursuit of isomorphism, mimicry, and coer- 
cion (Dimaggio and Powell 1983) by setting standards of 
company conduct, facilitating communication between 
companies, and enabling comparison between firms Third, 
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by collecting dues from members, these groups lent finan- 
cial support to lobbying, produced research, and created 
promotions (American Gaming Association 2003) Industry 
stakeholders also took strategic action through the forma- 
tion of social ties outside of the industry to lawmakers, 
investors, and developers These ties helped legitimate the 
industry through procurement of regulatory approval and 
financial capital This process began early 1n legitimization 
around 1988 and preceded the formation of regulative and 
normative legitimacy 

Although social ties to stakeholders are necessary for 
influence over the legitimation process, they are not suffi- 
cient Social actors still need strategies to 1nfluence stake- 
holders through rhetoric To garner funding from investors, 
for example, the emerging industry needed to be framed as 
a legitimate business enterprise, not a questionable, unpre- 
dictable organization As I discuss subsequently, material 
and rhetorical factors are mutually reinforcing and can be 
systematically deployed at different stages of market devel- 
opment Because of the necessary constraints of scope in 
this article and the rich body of research in the area of mate- 
rial 1nfluence, I focus primarily on the second type of strate- 
gic action 

The second type of strategic action 1s rhetonical—the 
use of mechanisms such as metaphor, metonymy, and selec- 
tive framing to reposition the meanings of casino gambling 
Advocates for casino gambling emphasize the business and 
entertainment frames to leverage positive associations, 
while anticasino advocates emphasize the crime and social 
problem frames to leverage negative associations with casi- 
nos Previous research 1n organizational behavior and soci- 
ology has demonstrated that coalitions of actors can con- 
tribute to the legitimization of a policy, idea, or institution 
through framing strategies (Benford and Snow 2000, Jones 
and Livne-Tarandach 2008, Snow and Benford 1988, 
Weber, Heinze, and Desoucey 2008) Such research can be 
applied here to assess the ways that casino executives—as a 
coalition of actors with strategic interests—took symbolic 
action to legitimate the casino industry 

Four rhetorical strategies have been outlined by previ- 
ous research (Benford and Snow 2000) amplification, 
extension, bridging, and transformation Amplification 1s 
“the idealization, embellishment, clarification, or 1nvigora- 
tion of existing values or beliefs” (Benford and Snow 2000, 
p 624) In the case of casino gambling, amplification 
occurs when industry representatives emphasize the excite- 
ment, fun, or elation of casino gambling and, more specifi- 
cally, the event of winning This strategy 1dealizes the prac- 
tice, making ıt congruent with the Western values of 
romance and reward (Campbell 1987) Extension 1s a fram- 
ing strategy in which proponents enlarge the initial concept, 
"extending [1t] beyond its primary interests to include issues 
and concerns that are presumed to be of importance to 
potential adherents” (Benford and Snow 2000, p 625) 
Extension in the case of casino gambling takes the form of 
enlarging the initial concept of a casino as a place for gam- 
bling (Asbury 1938) to the concept of an “all-inclusive 
resort” that includes hotel rooms, pools, restaurants, stores, 
and so forth The strategy of extension can be used to 
appeal to multiple stakeholders (16e , investors, consumers, 


and regulators) Bridging 1s the “linking of two or more 1de- 
ologically congruent but structurally unconnected frames 
regarding a particular issue or problem” (Benford and Snow 
2000, p 625) For example, casino proponents used bridg- 
ing to link casinos with social problems to persuade com- 
munity leaders and residents Finally, transformation refers 
to “changing old understandings and meanings and/or gen- 
erating new ones" (Benford and Snow 2000, p 625) In the 
data, I do not find that casino proponents 1ntentionally used 
transformation Although they pursued amplification, exten- 
sion, and bridging and the meaning of the frame shifted 
considerably, 1t was not entirely transformed 

To assess the deployment of framing strategies by man- 
agers, I examined company press releases and interviews 
with executives and reanalyzed quotations from industry 
executives in the newspaper data set I find that casino pro- 
ponents employ the strategies of amplification, extension, 
and bridging at different points in the legitimation process 
The goal in analyzing these additional materials was to 
answer three questions (1) Did managers exert a systematic 
influence on the language 1n which casino gambling was 
discussed? (2) What strategies did they use to frame casino 
gambling? and (3) When in market development did they 
use particular strategies? 

Overall, I find that press releases and manager quota- 
tions consistently employ different frames than newspaper 
articles The frames of crime, regulation, and social 1ssues 
and the keyword "gambling" appear more frequently in 
newspaper articles than 1n press releases (Table 4) In news- 
paper articles, for example, 4346 of all words are related to 
regulation, while 1n press releases, only 24% of all words 
are related to regulation (t = 8 25, p < 001) Conversely, the 
business frame 1s used more often 1n press releases than 1n 
newspapers (Mpress = 152% versus Mpews = 120%, t = 
—7 14, p < 001), and managers refer to the industry as “gam- 
ing" rather than “gambling,” aligning casinos with enter- 
tainment instead of vice (Mexec = 69% versus Maonexec = 

15%, t = —27 30, p « 001) In the data set of newspaper 
articles, a comparison of sentences containing executive 
names (1e, "executive sentences") with sentences that did 
not (1e, “nonexecutive sentences") supports these results 
(for the full results, see the Web Appendix at http //www 
marketingpower com/jmmarch10) To examine manager 
strategy more specifically, I qualitatively analyzed the data 
set of press releases, using the rhetorical strategies outlined 
In previous research 


Amplification 


Executives used amplification to highlight aspects of the 
emerging casino business that are congruent with accepted 


cultural values (Dowling and Pfeffer 1975) Quotations 
from managers emphasize excitement and winning, and yet 
this amplification stems from traits associated with gam- 
bling before legitimation As a former casino executive 
noted, 


Well, I think there are, 1n fact, winners on occasion, and I 
think the operators have taken the opportunity to seize 
upon the infrequent winner who walks over to a progres- 
sive slot machine and leaves that casino with $10—$15 
million, now that happens, but what the state of Nevada 
and the casino does not tell you 1s that before the progres- 
sive machine paid that particular winner $10-$15 million, 
the machine earned $45 million and, yes, 1t 1s good adver- 
tisement to show someone from the state of Washington or 
Oregon—someone who earns a modest salary (Koughan 
1997) 


Amplification 1s a strategy 1n which the positive aspects of 
gambling—that 1t makes some people winners—are high- 
lighted over other aspects—that most people lose 

Casino executives pursue the amplification strategy not 
only with an eye toward shaping the future of the 1ndustry 
but also with an eye toward shaping the past, amplifying the 
parts of gambling's history that are congruent with contem- 
porary norms and values Emphasizing parts of the past 1n 
this way—shaping collective memory—4is one way that 
groups often pursue legitimacy (Boyarin 1994, Hobsbawm 
and Ranger 1983, Olick and Robbins 1989, White 1973) In 
the data, casino executives draw from historical references 
to the "romance" of the “riverboat age" (e g, Ameristar 
Casinos 1994) or the classy days of the 1960s Rat Pack 
(e g , Harrah's Entertainment 1991b) By drawing these his- 
torical connections, casino executives amplify aspects of the 
original frame, diminish others, and use this new amplified 
concept to establish cultural-cognitive legitimacy I find that 
amplification 1s pursued more in the beginning stages of 
legitimation, though the small numbers of press releases 
available on a yearly level prevent testing this qualitative 
finding quantitatively 


Extension 


Extension 1s a framing strategy 1n which proponents extend 
the concept beyond its initial boundaries, making logical 
connections to the original frame Extension ıs different 
from amplification ın that new semantic connections are 
generated rather than simply emphasized Casinos were in1- 
tially halls in which table and card games of chance were 
offered (Asbury 1938) Advocates for the industry extended 
the frame from this initial concept to the idea of an all- 
inclusive resort Press releases contain elaborate descrip- 
tions of new casinos and renovations of existing casinos 
that enlarge the initial frame to include restaurants, hotel 


TABLE 4 
Frames and Strategies: Newspapers Versus Press Releases 


Mean Number of Category-Related Words 


Crime* Regulation* Socialt Business* Amplification Extension* Bridging* Gaming* Gambling* 





Newspapers 18 43 17 1 20 06 10 01 15 34 
Press releases 01 24 14 152 06 12 02 69 10 
*ps 05 


Megamarketing / 13 


rooms, pools, and other forms of entertainment, such as 
bowling o: movies The extension strategy allows for easy 
elision between the casino industry and other entertainment 
industries 

Extension was successful primarily because the hosp1- 
tality frame appealed to multiple audiences—regulators, 
investors, and consumers As a proponent notes, “[Las 
Vegas] has changed I think that what we're seeing 1s that 
people come to Las Vegas now—not only just to gamble 
There are many people who come just to play golf, come to 
play tennis So it’s not just, anymore, the gambling that 
attracts them" (Frank Fahrenkopf Jr, interviewed in 
Koughan 1997) Press releases use the extension strategy 
when detailing the expanded amenities of newly con- 
structed hotels/casinos This strategy piggybacks on an 
existing historical shift 1n the development of entertainment 
destinations, or what George Ritzer (1999) calls “cathedrals 
of consumption " Extension of the initial frame enables pro- 
ponents to align the casino industry with other legitimate 
industries I find that extension 1s employed primarily ın the 
middle stage of legitimation, when proponents want to sell 
the 1dea to a broad range of constituents 


Bridging 


Bridging 1s a framing strategy ın which separate, existing 
issues or frames become united under one frame It 1s dif- 
ferent from extension in that ıt forms new connections with 
frames that exist but are initially unconnected with the origi- 
nal frame In the context of the casino industry, proponents 
used bridging late in industry development to incorporate 
issues such as employment, addiction treatment, and envi- 
ronmentalism Although these issues may seem disparate, 
industry proponents united them all under the idea of 
“responsibility” or “integrity” to explicitly pursue norma- 
tive legitimacy This enabled several challenging frames to 
be neutralized For example, two issues the industry 
addressed by bridging were problem and underage gam- 
bling The American Gaming Association developed Proyect 
21, a program to prevent underage gambling, and the 
National Center for Responsible Gaming, a group that con- 
ducts independent research, to demonstrate corporate 
responsibility (e g , Harrah’s Entertainment 2001) On these 
initiatives, the head of the American Gaming Association 
notes, “Look, if there's a problem out there—regardless of 
how small ıt 15—we have an obligation as corporate citizens 
to do something about it And they [casinos] are doing 
something about it They're putting a million dollars a year 
into what we call the Center for Responsible Gaming" 
(Koughan 1997) By reframung the industry from a for- 
profit orientation to an 1ndustry based on "corporate citizen- 
ship," proponents for casino gambling neutralize potential 
criticisms of an industry that was initially perceived as 
predatory 

Although addiction and employment were two com- 
monly bridged issues, several other disparate topics fall 
under the umbrella of "responsibility" on the part of the 
company, from the addition of defibrillators in all Boyd 
casinos (Boyd Gaming Corp 1997) to environmental prac- 
tices, such as saving water at Harrah's resort 1n Tahoe (Har- 
rah’s Entertainment 1991a) ALH these imitiatives bridge 
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structurally unconnected frames, such as environmentalism, 
employment, and addiction, to casino gambling in a way 
that legitimates actors in the industry The qualitative analy- 
sis indicates that bridging 1s used late in the development of 
the market to neutralize competing frames and to assert the 
legitimacy of industry actors after cognitive-cultural and 
regulatory legitimacy have been established 


Summary 


Although market creation 1s a complex process in which 
legitimation partly just "happens" because of exogenous 
factors, 1t 1s also steered by social actors 1n 1mportant ways 
Although many states faced a budget crisis in the early 
1990s, ıt was not inevitable that they would turn to the 
legalization of casino gambling as a source of revenue 
There were alternatives to gaining tax revenue, but casino 
gambling was the solution proposed by 1ndustry advocates 
who strategically positioned the industry for eventual 
acceptance not only by regulators but by their constituents 
as well Despite the historical contingency of the problem, 
entrepreneurs influenced development of the market Furst, 
executives took strategic action to form social ties both 
1nternal and external to the field Second, they strategically 
used language to frame casino gambling by amplifying its 
core attributes, extending the original concept, and bridging 
to other potentially challenging frames 

Legitimacy 1s a process 1n which multiple stakeholders 
contend to shape the social world By examining these addi- 
tional data sources and conducting a strategic analysis, I 
have outlined the specific ways managers navigated histori- 
cal changes, connected with other stakeholders, and pur- 
sued megamarketing to legitimate their industry However, 
note that these strategies are also available to activists, who 
can use them to steer legitimation as well 


Discussion 


The contribution of this research for both marketing man- 
agers and scholars 1s to show that social and cultural struc- 
tures make an important difference in the development of 
new markets and that these environments can be influenced 
by coalitions of actors interested in either promoting or 
opposing the legitimation of a particular industry or innova- 
tion Diffusion 1s an institutional, not merely informational, 
process To understand market formation, the construction 
of the three pillars on which any institution rests—cultural- 
cognitive, normative, and regulatory legitimacy—must be 
understood Using the case of the casino industry, I have 
documented the transformation of casino gambling in the 
cultural imagination from a practice associated with crime 
to one that 1s congruent with existing schemas of business I 
have further demonstrated the role of mangers 1n managing 
these associations through amplification, extension, and 
bridging As such, this article depicts how managers can 
engage in megamarketing to shape the process of legitima- 
tion by coordinating multiple stakeholder interests 
Previous diffusion research has often assumed that 
transmission of an innovation 1s a purely relational process 
and therefore has focused on networks of actors and their 
relationships (Strang and Meyer 1993) Such work adopts 


spatial and epidemiological metaphors to suggest that 
adopters are only connected by specific social and commu- 
nicatve networks (eg, Bass 1969, Coleman and Katz 
1966, Rogers 1995) rather than being people who are influ- 
enced by normative, cultural, and legal institutions When 
innovations are more or less “rational” to adopt, as in the 
case of practices for cleaning water 1n Peru (Wellin 1955), 
previous diffusion models based on simple transmission 
may be intuitive If an innovation ıs clearly superior to 
existing products, diffusion 1s mostly an informational 
process However, 1f diffusion 1s understood as an institu- 
tional process, which explicitly includes cultural, regulative, 
and normative structures, it comes to seem less like a 
“mechanistic spread of information" and more like a “com- 
plex exercise of social construction” (Strang and Chang 
1993, p 498) Innovation often arises from marginal ideas 
or practices (Mathews and Wacker 2002), but true success 
requires the incorporation of these ideas into mainstream 
institutions I now discuss a few ways that this research can 
aid managers in megamarketing 


Managing Legitimacy in New Industries 


From this research, several recommendations for managing 
legitimacy in a new industry can be made Two types of 
strategic action—material and rhetorical —can be taken to 
shape the development of a market To evaluate the appro- 
priate strategic action, however, it 1s first necessary to deter- 
mine the stage of legitimacy using the tools presented here 
Which, 1f any, of the three pillars exist? Which frames are 
currently surrounding the issue or burgeoning industry? Is 
there collective agreement about the meaning of frames? 
Are there solidified social networks 1n place? The manage- 
rial task 1s to first 1dentify the stage of market development 
and then select the appropriate framing strategy Figure 3 
demonstrates how this process might work Johnson and 
colleagues (2006) outline four stages 1n the social process 
of legitimation—1nnovation, local validation, diffusion, and 
generalized validation These stages are marked, not 
smoothly as previous diffusion research might imply, but 
discretely according to shifts 1n regulatory, normative, and 
cultural-cognitive structure I now evaluate the place of 
these rhetorical strategies within the process of market crea- 
tion, using these four stages as a template for market devel- 
opment (Figure 3) 


Stage 1 innovation In the first stage of legitimacy, 
frames are plentiful and ambiguous The meaning of a prac- 
tice or product 1s not yet clearly defined, and several contra- 
dictory meanings are available (Gamson and Modigliani 
1989) Amplification can be used to emphasize one set of 
meanings over others The managerial task 1n this stage 1s to 
narrow the number of frames and to emphasize the frames 
that can be aligned with the interests of multiple stakehold- 
ers (Sewell 1992, Shudson 1989) Using amplification can 
provide cultural-cognitive legitimacy early and provide 
grounding for the pursuit of regulatory and normative legiti- 
macy To pursue amplification 1n Stage 1, there must be an 
awareness of the relevant cultural and normative structures 
surrounding the organization to assess both the method and 
the feasibihty of culturally reframing The methodology 


used here can be used effectively by managers to survey the 
semantic landscape of any industry An understanding of 
the cultural environment can provide strategic 1nsights that 
can be used to position an innovation to multiple stakehold- 
ers—consumers, investors, and gatekeepers—by amplifying 
certain meanings over others In Stage 1, marketing man- 
agers should be aware of the operant frames and carefully 
choose among them 


Stage 2 local validation In the second stage of market 
formation, the number of frames 1s narrower, but political, 
economic, and social resources are needed to promote one 
frame over others In this stage, after cultural-cognitive 
legitimacy has begun to shift, regulatory legitimacy can be 
navigated through the formation of coalitions and social ties 
to legitimate organizations 1n the field These organizations 
work between regulative and normative legitimacy to set 
safeguards and standards that, though not legally enforce- 
able, still carry normative weight In addition, they facilitate 
the flow of information between firms, as they pursue 1so- 
morphism and mimicry to build legitimacy within the field 
of competitors or potential competitors In this stage, build- 
ing social networks both 1nside and outside the field 1s cru- 
cial as the material resources for legitimacy are put into 
place Validating the industry by forming trade organiza- 
tions, building associations with financial institutions, and 
gaining approval by federal agencies enable legitimation 
during the stage of local validation 


Stage 3 diffusion In the third stage of market legitima- 
tion, social networks are in place, and the meaning of a 
product or practice has narrowed considerably to two or 
three frames However, diffusion 1n the generalized environ- 
ment requires that an innovation be palatable to multiple 
stakeholders, not only to experts but also to casual users and 
those who are uncertain about the innovation or industry 
Since meaning has been established through amplification 
in Stage I, extension can be used to include other desirable 
attributes and win multiple audiences The extension strategy 
enables further legitimation by using the pillar of cultural- 
cognitive legitimacy to support construction of normative 
legitimacy as adaptors become familiar with the industry on 
a tactile level Unlike in Stage 1, legitimacy will be focused 
on the material establishment of an innovation or industry, 
such as building construction, and on the teaching of con- 
sumer norms and practices, such as item use and exchange 
rituals 


Stage 4 general validation In the fourth stage of mar- 
ket formation, the meaning of the product or practice 1s 
clearly defined with one frame, and social networks are 1n 
place The challenge for general validation 1s to incorporate 
challenging frames from opponents Because the practice 1s 
clearly defined, opposing frames also have clear meaning 
and a legitimacy of their own Therefore, normative legiti- 
macy is the most important consideration in this stage 
Here, bridging can be used to appeal explicitly to compet- 
ing concerns by connecting structurally disconnected 
frames under one umbrella frame During general valida- 
tion, opposing movements and ideologies can be incorpo- 
rated through bridging 
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aTypes of legitimacy do not always occur in this order Steps should be taken to first assess the type and level of legitimacy before choosing a 


framing strategy 


Again, these techniques can be equally applied by man- 
agers who are interested 1n legitimizing a new industry or 
by social activists who are interested 1n disrupting the legiti- 
mation process For example, coalitions of managers might 
choose to amplify the “fun” aspect of “gaming,” while 
antigambling activists might choose to amplify the “addic- 
tive” nature of "gambling ” 


Further Research and Conclusion 


The prumary focus of this article has been to show how the 
legitimacy process works and to test expectations about the 
roles of normative, regulative, and cultural-cognitive legiti- 
macy 1n industry growth I have introduced a theoretical 
tool—legitimation—to add conceptual depth to theories of 
new industry formation and a methodological tool—auto- 
mated content analysis—to measure changes in legitimacy 
over time using data from textual communications Further 
research in empirical modeling could incorporate these 
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variables 1nto existing models of diffusion. Beyond quantity 
of advertising and word of mouth, 1t 1s now possible to 
assess the valence and content associated with communica- 
tions and demonstrate their effects on diffusion 

Instead of this process approach, further research could 
take a cross-sectional, variance approach by comparing dif- 
ferent regulatory and normative contexts for diffusion. What 
is the legitimization process like ın countries ın which cul- 
ture and regulatory environments are quite different? In 
drawing comparisons between varying contexts, researchers 
could assess the effects of 1nstitutional variables on the dif- 
fusion process, modeling variables such as the coefficients 
of innovation and imitation. and assessing the effects of 
regulatory variables on these coefficients 

This research has been limited by its necessary focus on 
one industry rather than multiple emerging industries that 
compete for the same market To introduce a richer under- 
standing of legitimation, further research could study the 


competitive dynamics both within and among new indus- 
tries What are the best strategies for becoming the 
accepted, dominant industry 1n a crowded competitive land- 
scape? Research on social movements (Snow and Benford 
1988) might be helpful to conceptualize the ways 1ndustries 
and firms compete for legitimacy through cultural frames 

Finally, the larger societal and public policy 1mplica- 
tions of this research should be explored How does legiti- 
mation of a particular 1ndustry affect society? The approach 
used here could be applied retrospectively (eg, for 
tobacco) or prospectively (eg, for an industry such as 
marijuana) to assess the 1mpact of legitimation at both the 
macro level, taking into account the good for all stakehold- 
ers, and the micro level, studying the effects of legitimation 
for a particular group such as consumers 


In general, this article has set an agenda for bringing an 
awareness of cultural, normative and regulatory factors to 
the understanding of market development By theorizing the 
institutional environment 1n which diffusion occurs, market- 
ing scholars will be better able to understand multiple facets 
of industry growth extending beyond mechanical relay of 
information and to account for some of the social dynamics 
that enable or hinder diffusion. Marketing managers will be 
better able to realistically position, predict, and model 1ndus- 
try growth The broader agenda for this stream of research 
1s to introduce an understanding of cultural variables to 
important and enduring topics of marketing research Only 
by understanding social and cultural environments will 
scholars and managers be able to understand how markets 
function 
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An Empirical Examination of the 
"Rule of Three": Strategy 
Implications for Top Management, 

Marketers, and Investors 


This study represents the first empirical examination of the “Rule of Three,” a theory at odds with several popular 
notions regarding industry structure and business performance, including the positive linear market share— 
performance relationship [n general, the findings from more than 160 industries support the Rule of Three and 
provide five main insights First, there appears to be a prevalent competitive structure for mature industries in which 
three "generalist" firms control the market Second, industries that conform to this structure tend to perform better 
than industries with a fewer or greater number of generalists Third, both "specialists" and generalists outperform 
firms that are “stuck in the middle” Fourth, the performance benefits of market leadership appear to diminish with 
excessive market share Fifth, the Rule of Three industry structure and tts influence over firm profitability do not 
appear to be priced appropriately by financial markets The authors discuss the implications for multiple 
stakeholders 


Keywords Rule of Three, market share, marketing strategy, industry structure, profitability, market concentration, 
number of firms, generalists, specialists 


heth and Sisodia (2002) published The Rule of share and profitability exists in these structures, such that 
Sr Surviving and Thriving in Competitive Mar- both small- and large-share firms (within boundary condi- 

kets to critical acclaim Their book on market evolu- tions) can achieve high profitability, while midsized firms 
tion and dynamics has wide-ranging corporate, marketing, are destined to languish In summary, Sheth and Sisodia 
investment, and policy implications, some of which are at theorize that (1) industries tend to evolve toward a dynamic 
odds with the positive linear market share—performance equilibrium with a specific structure and distribution of firm 
relationship that has been heavily debated 1n marketing and sizes and (2) a company’s market share and degree of strate- 
strategy literature (eg, Buzzell 2004, Buzzell and Gale gic focus are jointly related to its performance 
1987, Ramanujam and Venkatraman 1984, Rumelt and The Rule of Three theory has been publicized 1n a vari- 
Wensley 1981, Szymanski, Bharadwaj, and Varadarajan ety of practitioner-oriented publications ! However, to our 
1993) Sheth and Sisodia make the case that an industry knowledge, this current study represents the first attempt to 
structure consisting of three large generalists and numerous formally state related hypotheses and empirically test the 
smaller specialists generates a competitive environment that validity of the theory In addition, we examine the degree to 
1s “optimal” for firm stability and profitability In addition, which financial markets incorporate its implications 1n firm 
they argue that a nonlinear relationship between market valuation 
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organization (Porter 1980, Scherer 1980) We then test 
these hypotheses using data from more than 160 industries 
and two base-time periods (1997 and 2002) Our findings 
suggest that firm performance 1s indeed influenced by both 
industry structure and market share 1n a manner predicted 
by the Rule of Three, and they yield several important cor- 
porate, marketing, and 1nvestment 1mplications 


The Market Share-Performance 
Relationship: Challenging 
Conventional Wisdom 


In the vast preponderance of industries, distributions of firm 
sizes within an industry are highly skewed, such that a few 
large firms dominate while many smaller firms occupy 
minor market share positions (Axtell 2001, Buzzell 1981, 
Gans and Quiggin 2003, I1 and Simon 1977, Quandt 
1966) In their seminal work, Simon and Bonini (1958) 
characterize numerous prior studies of firm size distribution 
as “monotonously similar, and Axtell (2006, p 3) more 
recently remarked that “data of such vast regularity are 
highly unusual 1n the social sciences " 

Viewing the 1ssue of firm size distribution as strategic 
and cost driven, Bruce Henderson, at the helm of the Boston 
Consulting Group (BCG), observed that stable and 
competitive markets are regularly dominated by three pri- 
mary competitors, and he described this pattern as The Rule 
of Three and Four (BCG 1976, Henderson 1979) Hender- 
son also claimed that the market shares of these three firms 
are approximately distributed in the ratio of 42 1 (BCG 
1976) 

Of particular importance to all business disciplines 1s 
the widely held conviction that market share and profitabil- 
ity are strongly positively related, both for US markets 
(Buzzell and Gale 1987) and for foreign markets (Douglas 
and Craig 1983, Kotabe et al 1991) According to the 
majority of studies on this topic, there is a linear (or at least 
monotonic) positive relationship between market share and 
financial performance (Branch 1980, Buzzell 2004, Kohl, 
Venkatraman, and Grant 1990, Shepherd 1972, Szymanski, 
Bharadwaj, and Varadarajan 1993) Bharadwaj and 
Varadarajan (2005) review seven schools of thought and 
directly link market share to financial performance 1n their 
integrated model Buzzell and Gale (1987, p 8) argue that 
every 10 points of market share gain leads to approximately 
3 5 points of return-on-investment (ROI) increase 

Conversely, a significant number of studies have chal- 
lenged the conventional wisdom, arguing that (1) the rela- 
tionship between market share and profitability 1s modest 
and merely a spurious covariation that 1s solely or largely 
due to unidentifiable factors (Boulding and Staelin 1990, 
Jacobson 1990, Rumelt and Wensley 1981), (2) the relation- 
ship 1s context specific (Prescott, Kohli, and Venkatraman 
1986), (3) the existence of the relationship does not neces- 
sarily imply that market share causes profitability (Demsetz 
1973), (4) most industries do not display this relationship, 
but the overall empirical evidence 1s likely skewed by a 
minority of industries that display unusually strong positive 
correlations between market share and profitability 


(Schmalensee 1989, Slade 2004, Wensley 1997), and (5) 
small firms can also commonly achieve high profitability, 
suggesting that the relationship to market share 1s not a sım- 
ple linear function (Hamermesh, Anderson, and Harris 
1978, Porter 1980, Schwalbach 1991, Woo and Cooper 
1981, 1982) Finally, several researchers have challenged 
the Profit Impact of Market Strategy (PIMS) data set on 
which this relationship has typically been advanced (eg, 
Anderson and Paine 1978, Ramanujam and Venkatraman 
1984) Learning to date overwhelmingly depends on the 
PIMS foundation (Farris and Moore 2004), though a meta- 
analysis concluded that its use has led to inflated estimates 
of the market share—profitability relationship (Szymanski, 
Bharadwaj, and Varadarajan 1993) 

In Table 1, we present the reasons the pursuit of market 
share might be simultaneously desirable or undesirable for 
different stakeholders It appears that there 1s no conclusive 
verdict on the exact nature of this key relationship Concur- 
rent with our empirical examination, we respond to Kohli, 
Venkatraman, and Grant's (1990) call to examine the mar- 
ket share-profitabihty relationship using stock market- 
based performance measures, alternative operationaliza- 
tions of market share and performance, nonlinear models, 
and non-PIMS data 


The Rule of Three Theory and 
Hypotheses 


Sheth and Sisodia (2002) draw from the extant literature 
and an extensive range of observations to develop the Rule 
of Three theory They argue that 1ndustries evolve in a pre- 
dictable way toward a dynamic equilibrium This evolution 
1s suggested to be governed by a competitive process (remi- 
niscent of the Schumpeterian evolution theorized by Nelson 
and Winter [1982]) ın which new and existing firms are 
winnowed and consolidated Sheth and Sisodia posit that 
absent regulatory restraints or anticompetitive practices, any 
given industry 1s expected to evolve and converge toward an 
optimal structure 1n which there are three full-line general- 
ists that are volume driven, numerous successful small spe- 
cialists that are margin driven, and high overall industry 
performance as measured by return on assets (ROA) How- 
ever, this convergence can take several decades even with- 
out regulatory restraints Following Sheth and Sisodia, we 
define a generalist as a firm that serves the general market 
with a full line of offerings and has 10%—40% or higher 
market share In the vast majonty of industries with three 
generalists, their combined share 1s well above 50% and can 
approach 70%-90% A specialist is defined as a firm that 
focuses on a differentiated product or market niche and pos- 
sesses less than 5% market share (Sheth and Sisodia 2002) 
The convergence to three generalists 1s driven by four influ- 
ences that serve both to increase firm efficiency and to gov- 
ern the nature of competition within the industry industry 
cost structures and shared infrastructures, government inter- 
vention or deregulation, industry consolidation or globaliza- 
tion, and the creation of technological process or product 
standards (Sheth and Sisodia 2002, see also Berger, Dem- 
setz, and Strahan 1999, Klepper and Simons 1997, Mas- 
carenhas 1995, Scherer 1980) 
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TABLE 1 
Perspectives For and Against Market Share Orientation 





Advantages of High Market Share 


Disadvantages of High Market Share 





Top management *Creates efficiency (1e , cost advantage) through 


economies of scale (Demsetz 1986) 


eCost advantage can serve as a barrier to entry 


(Porter 1980) 
eDemonstrates market leadership/power 


*Benefits are based on management folklore, and 
market share orientation can shrink profits 
(Armstrong and Collopy 1996) 

eMay decrease organizational aspirations and lull the 
firm to sleep (Boulding and Staelin 1993, Drucker 


eSignals management skill (Ailawadi, Farris, and 1982) 


Parry 1999) 
elt is prominently linked to executive 
compensation/bonus (Ritz 2008) 


Marketing 


proposition (Hellofs and Jacobson 1999) 


eDecreases perceived social risk for customers 


(Cialdini 1993) 


*Typically correlates with customer loyalty and sales 


eConsumers can perceive it as a sign of quality 
(Smallwood and Conlisk 1979) or better value 


eMay limit future growth opportunities 


Can lead to decreased customer satisfaction 
(Fornell 1995, e g , AOL) 

eWill decay the appeal of exclusivity for prestigious 
brands 

Benefits of scale and scope are limited in 
differentiated (1 e , most branded) markets 


stability (Ehrenberg, Goodhardt, and Barwise 1990, 


Sharp et al 2002) 
eMore efficient use of marketing dollars 


eBrand, channel, and customer equity can serve as 


barriers to entry (Karakaya and Stahl 1989) 


Finance eDecreases firm-specific (default) risk 


eincreases analyst coverage and liquidity 


Public policy 
welfare 


Ecological resource partitioning theory (Carroll 1985, 
1997) focuses on the competitive dynamics between/among 
generalists and specialists and provides ample support for 
the evolution toward few generalists and the Rule of Three 
theory Simply put, abundant and wide-ranging resources in 
an industry lead to a proliferation of generalists, which then 
attract and allow for the formation of numerous specialists 
that pursue peripheral niches within the market (Carroll 
1985) However, in the process, the resource base per gener- 
alist 1s also stretched thinner The degree of strategic over- 
lap among generalists 1s high, and they compete directly 
with one another for the same central scarce resources, 
decreasing their overall survival rate In contrast, specialists 
do not compete as intensely because of their differentiation 
and focus in niche markets (Swaminathan 2001) In sum- 
mary, resource partitioning theory predicts that as markets 
mature and become more concentrated, the death rate (birth 
rate) of generalists increases (decreases), and the death rate 
(birth rate) of specialists decreases (increases) (Carroll 
1985, Carroll, Dobrev, and Swaminathan 2002, Swami- 
nathan 2001) Scale economies benefit larger generalists 
more, jeopardizing the success and survival of small- to 
midsized generalists, thus further increasing market concen- 
tration (Dobrev and Carroll 2003, Pel: and Nooteboom 1999) 
Resource partitioning theory predictions have been empiri- 
cally supported ın a diverse range of single-industry studies, 
including the film industry, banking, newspapers, the early 
and later deregulated telephone industry, microprocessor 
manufacturers, breweries, and wineries (Mezias and Mezias 
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eNetwork externalities can increase consumer 


«ncreases industry-specific (downside) risk (eg, 
Bear Stearns, Lehman Brothers) 
elncreases exposure to systematic risk 


It leads to market power and collusion (Bain 1956) 
*More pressure from consumer advocacy groups 
(Bloom and Kotler 1975) 


2000) Resource partitioning theory (Carroll 1985) and the 
Rule of Three theory (Sheth and Sisodia 2002) appear to be 
in agreement regarding the basic evolution of markets, how- 
ever the Rule of Three 1s more outcome than process ori- 
ented and predicts convergence to three generalists 

According to Sheth and Sisodia (2002), the Rule of 
Three industry structure (in the context of industry struc- 
ture, we use the term “R3”), defined as a mature and 
competitive industry with exactly three generalists, 1s opti- 
mal because the three generalists act as the tripod that stabi- 
lizes the industry against hypercompetition or collusion 
Industries with more than three generalists are expected to 
experience lower profitability because of more intensive 
competition and the resultant pressure on profit margins 
“The tendency to maximize joint industry profits breaks 
down 1f the industry contains more than three or four firms 
of substantial size” (Miller 1967, p 264) Additional gener- 
alists are not necessary to maintain the competitive balance 
and thus become expendable during the drive for efficiency 
(Sheth and Sisodia 2002) 

More generalists imply less multimarket contact 
between any two generalists, which diminishes opportuni- 
ties for tacit collusion through “mutual forbearance” and 
serves to enhance competitive intensity (Jayachandran, 
Gimeno, and Varadarajan 1999) This outcome can be 
observed through the increased likelthood and incidence of 
price wars or other means of retaliation (e g, competing 
sales promotions, advertising expenditure, distribution 
scope, new product introductions, see Kuester, Homburg, 


and Robertson 1999) among a greater number of general- 
ists For example, generalists (in the machine tool and com- 
puter workstation manufacturing industries) have been 
found to 1ntroduce new products at a higher rate than spe- 
cialists and to suffer more because of too many and too 
risky product introductions (Sorenson et al 2006) 

Somewhat counterintuitively, the Rule of Three predicts 
that 1ndustries with fewer than three generalists will also 
experience decreased profitability (Sheth and S1sodia 
2002) When only two generalists exist within a market, 
each ıs more likely to engage ın predatory competition 
(leading to the elimination of one firm) or collusion (tacit or 
otherwise), either of which will ultimately result in de facto 
monopoly and, thus, complacency, decreased innovation, 
and decreased quality (Sheth and Sisodia 2002) With three 
generalists, the possibility of a retaliatory alliance between 
two competitors (1e, balance of power) discourages/ 
prevents predatory attacks (Sheth and Sisodia 2002) In 
other words, the R3 industry structure should offer an opti- 
mal mix of competition, collaboration, and customer value 
in mature industries, resulting in higher profitability 

Resource partitioning theory also supports this expecta- 
tion, with the reasoning that two generalist firms would not 
be able to cover as much resource space as three generalists, 
implying lower utilization of the market’s potential and, 
thus, lower overall profitability (Boone, Carroll, and Van 
Witteloostuyyn 2004, Swaminathan 2001) Moreover, 
(fewer) generalists may be preoccupied with market 
defense and more likely to build market entry barriers 
through excessive product/brand proliferation (Mainkar, 
Lubatkin, and Schulze 2006, Sorenson et al 2006) and/or 
limit/penetration pricing (Caves, Fortunato, and Ghemawat 
1984, Porter 1980) Therefore, such industries might also 
experience lower profitability due to excessive (rather than 
too little) innovation or lower margins resulting from proac- 
tive (rather than reactive) strategies 

Furthermore, the mere presence of only two generalists 
with high profitability might itself signal a larger market 
gap and entice new competitors (Scherer 1980) Such a new 
competitor may (1) likely fail during entry but depress 
industry profitability until 1t exits (or 1s acquired), (2) sur- 
vive initially but fail to acquire the market share necessary 
to establish itself as a viable player and subsequently 
depress industry profitability (see the discussion for “the 
ditch"), or (3) succeed as a healthy generalist and thus cause 
convergence to three generalists 1n accordance with the 
Rule of Three 2 In either scenario, 1t appears that the Rule 
of Three expectation prevails 

Finally, further support for the Rule of Three’s theory of 
the optimal generalist population stems from game theory 
literature From a meta-analysis of extant experimental l1t- 
erature and a series of oligopoly experiments, Huck, Nor- 
mann, and Oechssler (2004, p 435) conclude that “[t]wo 
are few and four are many” They observe collusion within 
duopolies, whereas markets with four or five players tend to 


2Naturally, a new specialist may also be lured to enter and influ- 
ence industry profitability However, the Rule of Three has no spe- 
cific prediction regarding the difference 1n average profitability for 
new specialists in a two- versus three-generalist industry setting 


be overly competitive, driving producers’ profits toward 
zero Only three-player markets consistently generated 
Nash equilibrium (optimal) outcomes 

We capture the Rule of Three arguments regarding 
industry structure and the relationship between market 
share and profitability with the following hypotheses 


H, An industry structure consisting of three generalists 1s 
more prevalent than other structures for mature industries 

H- R3 industries (1e, those with three generalists) perform 
better than those with more than three generalists 


H4 R3 industries (1e, those with three generalists) perform 
better than those with fewer than three generalists 


Sheth and Sisodia (2002) argue that generalists (with 
10%-40% market share) benefit from a positive relation- 
ship between market share and performance (see Figure 1) 
The two most common economic explanations as to why 
market share leads to higher profitability are efficiency 
(achieved through economies of scale and experience) and 
market power (Jacobson 1988) According to the efficiency 
argument, economies of scale that result from higher sales 
volumes can provide cost advantages to larger firms (Dem- 
setz 1986, Gale and Branch 1982, Porter 1980, Sharp et al 
2002) Conversely, market power (which results when a 
firm ıs larger than many of its rivals) can allow firms to 
extract concessions from channel members, engage 1n col- 
lusive behavior with similarly sized rivals, or maintain 
supranormal prices within the marketplace (Bain 1956, 
Boulding and Staelin 1993, Slade 2004, Stigler 1964) Mar- 
ket share can also affect the perceived quality of firms’ 
offerings through signaling, by creating network externali- 
ties, and as a distinct attribute 1n customers’ quality assess- 
ments (for other advantages, see Table 1) Thus, large- 
market-share generalists would be expected to outperform 
their smaller generalist rivals 

Small (specialist) firms that are likely to be operating at 
suboptimal scales of efficiency (Audretsch 1995, 
Audretsch, Prince, and Thunk 1999) can also achieve high 
profits through differentiation or focus (Porter 1979, 1980) 
Small firms avoid competing against large generalists by 
serving market niches (or peripheral markets, according to 
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resource partitioning theory) that are less accessible to large 
firms and thus operate 1n separate competitive arenas (Car- 
roll 1985, Caves and Porter 1977, Nooteboom 1994, Porter 
1979, Swaminathan 2001) Customer loyalty toward spe- 
cialists also makes ıt difficult for generalists to 1mitate spe- 
cialists and replicate their success For example, ın general, 
early efforts by Anheuser-Busch to replicate the success of 
microbrewenes failed, even though the firm possesses the 
necessary resources and technology (Swamminathan 2001) 

Thus, small firms may often achieve high price-cost mar- 
gins and high overall profitability (Audretsch, Prince, and 
Thurik 1999) 

Sheth and Sisodia (2002) conceptualize firms that pos- 
sess 5%-10% share of the market as being in “the ditch" 
because such firms compete without either the benefit of the 
efficiencies that can come from greater scale/market share 
or the effectiveness of a focus strategy Specialists have a 
deep understanding of one or a few segments, whereas gen- 
eralists have a broad knowledge of the entire industry 
“Ditch dwellers” have neither These tend to be small firms 
that have overgrown their niches (e g , People Express) or 
undersized full-line companies (e g , Continental Airlines) 

Resource partitioning theory makes an equivalent argu- 
ment Larger generalists gain advantages as a result of 
economies of scale, such that the overall losers of this 
competitive process are typically smaller generalists (Peli 
and Nooteboom 1999) “When the large organizations 
enter, those in the middle of the size distribution are 
trapped Whatever strategy they adopt to fight off the chal- 
lenge of the larger form makes them more vulnerable in 
competition with small organizations, and vice versa That 
is, at least in a stable environment the two ends of the size 
distribution ought to outcompete in the middle” (Hannan 
and Freeman 1977, p 946) Consequently, firms “stuck in 
the middle” (Porter 1980) or, equivalently, “in the ditch” 
(Sheth and S1sodia 2002) lack strategic focus and have more 
limited opportunities to achieve high levels of profitability 

Although the expectation that firms in the ditch will per- 
form worse than smaller-share rivals 1s counter to evidence 
from most PIMS-based and industrial organization studies, 
it garners some empirical support For example, Caves and 
Porter (1977), Hamermesh, Anderson, and Harris (1978), 
and Woo and Cooper (1982) find that smaller-share com- 
petitors can be equally or more profitable than larger-share 
rivals, while midshare firms may perform the worst (Dobrev 
and Carroll 2003, Schwalbach 1991), suggesting that the 
relationship between market share and profitability 1s non- 
monotonic Similarly, in a study of Dutch daily newspapers, 
Boone, Carroll, and Van Witteloostuiyyn (2004) show that 
both generalists and specialists had higher growth and prof- 
itability than those stuck in the middle Amburgey, Dacin, 
and Kelly’s (1994) study of credit unions reveals a “danger 
zone” of intermediate firm size in which the risks of failure 
(or merger) are significantly greater than they are for either 
very small or large firms, resulting 1n an industry bifurca- 
tion into these two size classes of competitors Thus 


H, Generalists perform better than firms in the ditch (1e, 
firms with intermediate market share) 
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Hs Specialists perform better than firms in the ditch (1e, 
firms with intermediate market share) 


In the economics literature, 40% market share 1s a gen- 
erally accepted threshold for what 1s termed a “dominant 
firm” (Scherer and Ross 1990, Shepherd 1990) Notably, 
Sheth and Sisodia (2002) argue that generalists lose their 
advantages from scale and scope when they achieve this 
level of dominance The diseconomy effect, along with 
additional regulation and antitrust scrutiny, 1s likely to 
become evident beyond 40% market share and lead to 
diminished firm performance (Geroski 1987, Sheth and 
Sisodia 2002) Market leaders may also price aggressively 
to discourage challengers, which may hinder their prof- 
itability (Caves, Fortunato, and Ghemawat 1984) Resource 
partitioning scholars have also noted that surviving general- 
ists tend to become larger and more general over time, an 
inertia that would be expected eventually to drag down ratio 
measures of performance (eg, ROA, return on sales 
[ROS]) of the top generalist (Carroll and Hannan 2000) 

The notion that dominant firms may experience lower 
performance contradicts the market share — performance 
dictum reinforced by numerous PIMS-based empirical stud- 
ies (e g , Buzzell and Gale 1987) Bloom and Kotler (1975, 
p 65) specifically criticize PIMS-based research findings m 
this regard, noting that the approach "does not reveal 
whether profitability eventually turns down at very high 
market-share levels, therefore, the behavior of ROI in 
response to still higher market shares 1s undisclosed " 
Notably, a few empirical studies have also reported that 
high market share might hurt performance For example, 
Schwalbach (1991) observes that large-share competitors 
(those with greater than 35%-65% market share, depending 
on industry) are frequently less profitable than shghtly 
smaller rivals, indicating that market share may not con- 
tribute to profitability beyond a certain size Similarly, 
Boulding and Staelin (1990, 1993) find that diminished per- 
formance (1e, increasing costs) often accompanies very 
large market share, and Armstrong and Collopy (1996) find 
that market share orientation shrinks profits 

Alternative explanations have been advanced as to why 
market share above a certain level may lead to lower firm 
performance For example, Boulding and Staelin (1993) 
suggest that market share can be conceptualized as a mea- 
sure of organizational success relative to aspiration level, 
such that “fat and happy” firms are no longer competitively 
efficient In other words, as market share reaches or sur- 
passes a firm’s aspirational level, “success breeds compla- 
cency" (Boulding and Staelin 1993, p. 147, Drucker 1982) 
These aspirations may also be dulled at some level by 
managerial concerns over competitive reactions or antitrust 
issues There is also evidence that customer satisfaction 
may decrease with high market share (Anderson, Fornell, 
and Lehmann 1994, Fornell 1995), which would then 
depress profitability (for other disadvantages, see Table 1) 

Conversely, very small specialists with less than 1% 
market share are considered too small to generate substan- 
tial brand, customer, or channel equity (Sheth and Sisodia 
2002) They also tend to lack the ability and resources to 
commercialize innovation or serve as change agents on 


ther own Typically, the lucky few that come up with a 
promising breakthrough are either acquired and subsumed 
or grow to become successful and legitimate specialists 
(with more than 1% share) Microfirms dominate the econ- 
omy in numbers but not in impact or superior performance 
(Aldrich 1999) For example, lifestyle firms would fall 
under this category Thus 


Hg Generalists with excessive (1 e , >40%) market share per- 
form worse than other generalists 


H- Specialists with insufficient (1 e , <1%) market share per- 
form worse than other specialists 


Data and Methodology 


We compiled the majority of the data for the study from 
three sources Standard & Poor's COMPUSTAT (Research 
Insight), the University of Chicago's Center for Research 1n 
Securities Prices (CRSP) database, and the US Census 
Bureau COMPUSTAT contains accounting data for all 
North American companies that file annual reports with the 
Secunties and Exchange Commission (SEC) Firms with 
multiple business units/segments are required to file sepa- 
rate reports for each of these segments with the SEC The 
initial data set consisted of information on the entire sample 
of US firms and all their business units/segments for the 
years 1997 and 2002 These years represented the most 
recent U S. economic census data available, and the only 
periods 1n which the North American Industry Classifica- 
tion System (NAICS) codes were used during data collec- 
tion We identified the industries by five-digit primary 
NAICS codes We obtained aggregate sales figures for each 
NAICS code from the US Census Bureau Following the 
practice of simular studies in finance, we excluded from our 
sample firms with incomplete information in COMPUSTAT 
or CRSP databases as well as financial firms (because their 
accounting-based performance measures do not lend them- 
selves to the same interpretation as nonfinancial [1ndustrial] 
firms [Ritter 1991]) 

To reiterate, Sheth and Sisodia (2002) define generalists 
as firms with 210% market share (ie, “critical mass" to 
benefit from economies of scale and scope), specialists as 
firms with «596 market share, and those ın the ditch as 
every firm 1n between We followed their definitions to test 
the theory However, taking other perspectives 1nto consid- 
eration and to ensure robust and generalizable results, we 
specified and analyzed four additional specifications for the 
threshold dividing generalists from firms in the ditch 
specifically, 12 596, 15%, 17 5%, and 20% share of the mar- 
ket (for rationale, see the Appendix) Subsequently, we clas- 
sified industries that had exactly three generalists as R3 
industries We calculated market share as the total dollar 
sales of the firm (or the business unit for a diversified firm) 
divided by the total dollar sales 1n the firm's (or unit's) pri- 
mary NAICS code 

We used two major performance measures 1n the analy- 
ses operating return on assets (OROA) and annual cumula- 
tive abnormal return (CAR) We calculated oROA as the 
operating income of the firm or unit divided by the total 
identifiable assets of the firm or unit We used oROA 


instead of net ROA to retain the data from firms with sepa- 
rate lines of businesses For firms with multiple business 
units, 1t 1s not possible to calculate reliable net earnings 
measures for a given unit. Furthermore, operating measures 
are much more meaningful 1n measuring the effects of mar- 
ket share because these do not take into account any gains 
from off—balance sheet accounting and financial investments 

The performance effects of market share and industry 
structure should be relatively stable and enduring There- 
fore, we also examined the forward-looking three-year 
averages of operating performance for the firms 1n our sam- 
ple We used the three fiscal years following 1997 (1e, 
1998-2000) and 2002 (1 e , 2003-2005) ın our calculations 

Next, we analyzed the stock market performance of the 
firms 1n our sample to determine whether variations 1n oper- 
ating profitability are considered 1n the valuation by finan- 
cial markets We obtained the monthly return data used in 
CAR calculations from CRSP We excluded from this 
analysis firms or business units that did not have stock data 
We calculated stock market performance as the mean 
annual CAR during fiscal years 1997 and 2002 and for the 
three-year (36-month) period following the end of fiscal 
years 1997 and 2002 We calculated the annualized CAR 
for security j as follows 
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where AR represents the abnormal return during month t for 
security J Abnormal return 1s the excess return earned by a 
stock above the expected risk-adjusted return in a given 
period based on the market model In other words, abnor- 
mal return 1s 


(2) AR; aa Ru s (o, m B Rm, 


where Rj 1s the actual observed return on stock j during 
month t The term in parentheses represents the risk- 
adjusted expected return for stock j during month t We esti- 
mated this systematic risk factor B using the historical 
returns on stock j during the [-120, —12]-month period 
around the abnormal return calculation We estimated beta 
using the following regression model 


(3) Ry =O, + PRm + Etr 


where R 1s the return during month t on the CRSP value- 
weighted index 

Finally, note that the Rule of Three is applicable to 
mature industries (Sheth and Sisodia 2002) Emerging mar- 
kets (eg, satellite radio) are not expected to support its 
hypotheses, because they have not yet reached a state of 
competitive (dynamic) equilibrium Therefore, we excluded 
all industries that were younger than 15 years from the sam- 
ple We calculated industry age as the maximum age of the 
firms in the NAICS code (we obtained firm age from 
http //bear cba ufl edu/ritter/ipodata htm) The resultant 
sample consisted of 1369 firms from 152 industries for 
1997 and 1108 firms from 165 industries for 2002 

We used simple t-tests for univariate tests In the regres- 
sion models, we used firm size and market-to-book ratios as 
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control variables for operating and stock market perfor- 
mance, following the practice 1n finance research (e g , Bar- 
ber and Lyon 1997) We incorporated market concentration, 
calculated as the sum of the top four firms' market shares, 
1n model development to account for competitive 1ntensity 
To minimize the effects of composite variable bias (Farris, 
Parry, and Ailawadi 1992), we used number of employees 
as a proxy for firm size because both assets and sales 
are part of the dependent variable calculation We used ordi- 
nary least squares models with White heteroskedasticity- 
corrected standard errors 1n the regression analyses We 
included dummy variables for each firm to control for any 
firm-specific (unobserved) effects 1n these regressions We 
do not report coefficients for the dummy variables because 
of space constraints Alternative calculation methods and 
use of operating ROS (oROS) as a performance measure 
revealed qualitatively the same results (for additional 
robustness checks, see the Appendix) 


Results and Discussion 


Industry convergence to three generalists 1s a central axiom 
of the Rule of Three As Figure 2 shows, the mode for the 
frequency distribution of the number of generalists 1s con- 
sistently three (e, 62 industries representing 41% of the 
1997 sample and 74 industries representing 45% of the 
2002 sample) We conducted sensitivity analyses to ensure 
that the mode three 1s not merely an outcome of the way we 
operationalized generalists The mode for the number of 
generalists remained three for alternative boundary cutoff 
points at every percentage point above 7% and below 22% 
market share, suggesting that the finding 1s robust In addı- 
tion, plots for industry age versus the number of generalists 
(unreported) displayed a pattern of industry convergence to 
three generalists over time Therefore, we were able to gar- 


ner support both for the evolutionary logic of the Rule of 
Three and for H, 

As Table 2 shows, H 1s supported because R3 1ndus- 
tries performed significantly better than industries with 
more generalists for every performance measure for both 
years (the only exception 1s annual CAR for 2002, which 1s 
significant at the 10 level) (Operating) ROA, the main per- 
formance measure advocated by the Rule of Three, 1s 
highly significant for both years For example, the R3 
industry oROA average 1s 16 52% for 1997, whereas 1ndus- 
tries with more generalists average only 5 42% 

Conversely, Table 2 also shows that R3 industries also 
performed significantly better than industries with fewer 
generalists for all but one performance measure For exam- 
ple, the R3 industry oROA average ıs 15 1% for 2002, 
whereas industries with fewer generalists average only 
489% The only exception 1s the annual CAR measure We 
have been consistently conservative 1n our CAR measure- 
ments (see the Appendix), which may have diminished the 
significance of our CAR-related test results Nevertheless, 
the annual CAR results are significant for both 1997 and 
2002 at the 10 level, which is a widely reported confidence 
level for CAR findings 1n finance and marketing literature 
(eg, Adnan and Rosenberg 2008, Luo and Homburg 
2008) Therefore, 1n general, we find support for H4 Fur- 
ther t-tests (unreported) comparing R3 industry perfor- 
mance with industries specifically with two (G2) and/or 
four (G4) generalists also verified the reported findings In 
all tests, firms in R3 industries performed significantly bet- 
ter than those from alternative industry structures 

In Table 3, we present regression analyses that provide 
further support for our findings The main variable of inter- 
est 1n these regressions 1s the R3 dummy variable, which 
takes the value of one 1f the firm 1s 1n an R3 industry (1e, 
an industry with exactly three generalists) The coefficients 


FIGURE 2 
Frequency Distribution of Generalists (with 10% Market Share Threshold) 
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TABLE 2 


Mean Performance of R3 Industries Versus Industries with More and Fewer Than Three Generalists 


A: 1997 Sample 


Difference Difference 
<3 Generalists — (R3 — G0, 1, 2) R3 (R3 - G4, 54) »3 Generalists 
(GO, 1, 2) t-Statistic Industries t-Statistic (G4, 5+) 
oROA (96) 5 522 3 14*** 16 520 4 15*** 5424 
Three-year OROA (96) 8 572 2 05** 14 029 3 01'*** 7 732 
CAR (96) 2 054 1 89* 3 566 2 27** 2 020 
Three-year CAR (96) 2 973 2 03** 4 518 2 15'* 2 821 
Price—earnings ratio 14 095 222" 21 504 2 46*** 16 827 
B: 2002 Sample 
Difference Difference 
<3 Generalists (R3 —- GO, 1, 2) R3 (R3 — G4, 5+) >3 Generalists 
(GO, 1, 2) t-Statistic Industries t-Statistic (G4, 5+) 

oROA (%) 4 887 2 24** 15 102 3 15'** 6 982 
Three-year oROA (96) 6 528 2 18** 11 527 2 19** 5 956 
CAR (96) 1 870 1 74* 2 211 1 88* 1 197 
Three-year CAR (96) 2 206 2 10** 3 860 200" 1 891 
Price—earnings ratio 16 340 217** 19 730 221" 14 840 

*p « 10 

**D « 05 

"D « 01 


Notes GO, G1, G2, and G4 denote industries with 0, 1, 2, and 4 generalists, respectively, and G5+ denotes industries with 5 or more 


generalists 


for the R3 dummy are consistently positive and significant 
for all performance measures, indicating enhanced perfor- 
mance due to the presence of the R3 structure R3 coeffi- 
cients are also consistently significantly higher than those 
for two- or four-generalist industries for both 1997 and 
2002 Furthermore, the R3 effect persists despite the 1nclu- 
sion of market concentration and market share Therefore, 
the R3 effect cannot be fully accounted for by any of these 
variables or the traditional explanations they represent (1e , 
market power and efficiency) R3 interactions with market 
share and with market concentration are both positive and 
significant, indicating complex moderation effects between 
R3 and performance (Moreover, these synergistic. R3 
effects tend to exceed those from other 1ndustry structures ) 
It appears that the R3 effect helps firms capture many bene- 
fits of efficiency and market power but also provides them 
with a structural advantage that goes beyond these basic 
explanations Although beyond the scope of our current 
effort, future inquiry of these effects 1s warranted 

The Rule of Three theory suggests a nonmonotonic 
“hockey stick” relationship between market share and per- 
formance (see Figure 1) Similarly, Porter (1980) suggests a 
U-shaped relationship between market share and profitabil- 
ity To account for potential nonlinearity in the relationship, 
we included the square of the market share term in the 
regressions In general, the coefficients for the squared mar- 
ket share term are positive and significant, implying a non- 
monotonic convex function, which 1s consistent with the 
Rule of Three The existence of such a relationship when 
fitting linear models could result ın confounded (and, thus, 
nonsignificant) findings This might explain why some 


researchers have found little or no empincal relationship 
between market share and performance The variance infla- 
tion factor values for the regressions were all below the rec- 
ommended benchmark of 10, 1ndicating that multicollinear- 
ity 15 not an issue (Neter et al 1996, p 387) 

In Table 4, we present the t-tests that compare the per- 
formance of generalist firms with those ın the ditch In gen- 
eral, the results are more significant with 1997 data (the 
price—earnings ratio is the only performance measure that 1s 
significant when using the 2002 sample) This may be 
because of the postrecession slump included in the 2002 
data and/or imply that the ditch range may benefit from fur- 
ther delineation 1n future research Still, H4 1s supported by 
four of the five tests (1ncluding oROA) for the 1997 sample, 
1mplying that generalist firms are typically more profitable 
than those ın the ditch For example, average oROA for the 
generalists 1n 1997 1s 10 5896, whereas the average oROA 
for ditch dwellers 1s 63% This finding would also be 
expected by neoclassical economic theory 

In Table 4, we also present the t-tests of the perfor- 
mance metrics for specialist firms versus those “in the 
ditch” Specialists significantly outperform the firms in the 
ditch for all measures (with the exception of oROA for 
2002) Among others, specialists have higher price-earnings 
(P/E) ratios (P/E of 22 54 for 2002) and better stock market 
performance than firms in the ditch (P/E of 13 95 for 2002) 
The implication ıs that the market may actually discount the 
stock value of firms 1n the ditch because of some anticipa- 
tion of problems for these firms and reflect these 1n their 
future growth prospects, as measured by price-earnings 
ratios These concerns are also potentially reflected 1n the 
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TABLE 4 
Mean Performance of Generalists and Specialists Versus Firms in the Ditch 

















A: 1997 Sample 
Difference Difference 
(Generalist — Ditch) (Specialist — Ditch) 
Generalist t-Statistic Ditch t-Statistic Specialist 
oROA (%) 10 577 2 55*** 6 290 2 18** 13 577 
Three-year oROA (%) 9 011 182* 7 847 2 36*** 12 678 
CAR (96) 3 568 1 98** 1 990 2 16** 3719 
Three-year CAR (%) 4 529 2 01** 2 366 2 07** 4 763 
Price—earnings ratio 20 77 3 19*** 16 81 2 26** 21 54 
B: 2002 Sample 
Difference Difference 
(Generalist — Ditch) (Specialist — Ditch) 
Generalist t-Statistic Ditch t-Statistic Specialist 
oROA (%) 12 425 123 11 762 —125 10 609 
Three-year OROA (96) 11 741 155 10 202 3 12*** 12 560 
CAR (96) 1550 1 80* 674 2 03** 1797 
Three-year CAR (96) 1 585 1 78* 967 1 98** 2 014 
Price—earnings ratio 18 74 192** 13 95 2 B3*** 22 54 
*p« 10 
**p« 05 
khk p < 01 


lower CARs for these firms Overall, H; 1s supported by 
nine of the ten performance tests 

In Table 5, we present the regression analyses that pro- 
vide further support for the findings that firms 1n the ditch 
tend to underperform The main variable of interest 1n this 
regression 1s the "ditch" dummy, which takes the value of 1 
for firms with market share that 1s less than 10% but greater 
than or equal to 5% The ditch dummy is negative and sig- 
nificant for every performance measure These results 
clearly indicate that the ditch represents a range of 
depressed profitability Notably, the interaction between R3 
and the ditch 1s positive and significant for three-year 
oROA, indicating that the R3 effect 1s more dominant and 
may mitigate the ditch penalty ın the long run That ıs, even 
the firms 1n the ditch may benefit from the formation of an 
R3 structure We excluded market share measures, which 
served to define the ditch dummies, from this set of regres- 
sion specifications The variance inflation factor values for 
the regressions were all below the recommended bench- 
mark of 10, indicating that multicollinearity 1s not an issue 
(Neter et al 1996, p 387) 

As Table 6, Panel A, shows, the results are significant 
for six of the ten measures of performance for Hg, suggest- 
ing that firms with excessively large market share tend to 
underperform However, there 1s no significant profitability 
difference between generalists with more than 40% market 
share and other generalists, as measured by oROA Never- 
theless, a longer-term orientation (examining forward-looking 
three-year averages of operating performance) reveals that 
generalists with more than 40% market share may perform 
worse than other generalists For example, the 1997 average 
three-year oROA for generalists with more than 4096 mar- 
ket share 1s 8 67%, whereas it 1s 11% for other generalists 
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Thus, the results are partially supportive of Hg In addition, 
regression analyses in Table 5 provide inferential support 
for Hg In these analyses, we employ a dummy variable that 
takes the value of 1 when the top firm of an industry has 
more than 40% market share ("Number 1 firm MS > 40%”) 
and a dummy variable that takes the value of 1 when the top 
firm of an industry has less than or equal to 40% market 
share (“Number 1 firm MS « 4096") The coefficients for 
the latter dummy are consistently positive and significant, 
in contrast to the former dummy variable However, ıt 1s 
unlikely that a specific market share point of maximum prof- 
itability universally applies to all generalists Rather, 1t might 
be possible to establish thresholds for each industry and 
then establish specific ranges for different industry groups 
Thus, the 40% market share limit to performance should be 
considered 1n the spirit of a guideline rather than a rule 

Table 6, Panel B, shows that the specialists with less 
than 196 market share significantly underperform other spe- 
cialists (1e , those with 120—546 market share) for all perfor- 
mance measures for both years For example, the 1997 
average oROA for specialists with less than 1% market 
share ıs only 3 58%, whereas ıt 1s 21 87% for other special- 
ists Therefore, H4 1s supported Notably, the financial mar- 
ket seems to price in lower growth opportunities to these 
small-share firms, causing their stock market performance 
to be lower as well 

Finally, ıt ıs noteworthy that the support garnered for He 
and H; renders our results for H4 and H; all the more con- 
servative If we were to exclude generalists with more than 
4096 market share and specialists with less than 196 market 
share from the H4 and H; analyses, respectively, the results 
for both tests would have been even stronger We performed 
further univariate tests and regression analyses using five 
alternative lower boundary share measures for generalists 
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TABLE 6 
Mean Performance Effects of Excessive and Insufficient Market Share 


A. The Case of Excessive Market Share 











1997 Sample 2002 Sample 
Generalist Generalist Generalist Generalist 

with Market with Market Difference with Market with Market Difference 

Share > 40% Share < 40% t-Statistic Share > 40% Share < 40% t-Statistic 
oROA (96) 10 328 11 787 —1 45 12 018 12 886 —1 07 
Three-year oROA (%) 8 670 11 008 —2 05** 8 609 12 342 —1 79* 
CAR (936) 3 054 4 571 —2 1i** 1 001 1 106 —2 04"* 
Three-year CAR (96) 4 034 5 182 —2 08** 1 483 1 551 —181* 
Price—earnings ratto 16 14 22 57 -3 15*** 914 16 21 -—1 96'* 

B: The Case of Insufficient Market Share 
1997 Sample 2002 Sample 
Generalist Generalist Generalist Generalist 

with Market with Market Difference with Market with Market Difference 

Share > 40% Share < 40% t-Statistic Share > 40% — Share < 40% t-Statistic 
oROA (%) 3 581 21 872 —5 42*** 2 129 8 765 —4 64*** 
Three-year oROA (96) 8 157 18 775 —4 05*** 4 8304 8 308 —2 49*** 
CAR (96) 2 051 4 215 —2 03** 941 2 111 -2 21** 
Three-year CAR (96) 3 015 6 344 —2 57*** 1 242 2 458 -2 25** 
Price-earnings ratio 15 32 34 90 —2 07** 478 12 08 —3 04*** 
*p< 10 
de p« 05 
***D < 01 


for robustness Only the key variables of these tests appear 
1n Table 7, demonstrating further the robustness of our find- 
ings Among others, the 15% cutoff seems to provide more 
significant findings and better fit for the R3 effect, with tol- 
erable deterioration 1n the ditch effect However, maximiz- 
ing model fit may have a limiting effect on predictive 
power We propose that further inquiry and delineation of 
each boundary 1s warranted 


Managerial Implications 


In general, our findings support Sheth and Sisodia’s (2002) 
Rule of Three theory at the expense of many prior studies 
on the market share—profitability relationship We summa- 
nze the implications 1n three parts for top management, for 
marketing, and for investors 


Implications for Top Management 


Our generalizations regarding the relationship between 
market share and profitability do not preclude the existence 
of situational or conditional variables that might confound or 
even negate the sign of the relationship Therefore, our find- 
ings should be accompanied by precaution against growth 
simply for the sake of growth For example, using sales pro- 
motions to buy market share has been shown to hurt prof- 
itability even in the long run (Lodish and Mela 2007) 

We found that generalists with excessive market share 
perform worse than their smaller counterparts in the long 
run Similarly, our findings imply that specialists may Jeop- 
ardize their financial performance and even end up 1n finan- 


cial distress 1n pursuit of market share Thus, these firms 
may be better off by "outsourcing" some of their less- or 
unprofitable customers for potential gains in margins In 
this regard, ıt should also be acknowledged that the right 
size for any firm 1s context specific (Prescott, Kohli, and 
Venkatraman 1986) and depends on the characteristics of 
the market, the state of the economy, technological condi- 
tions, strategic choice, and objectives 

When further growth appears to offer strategic benefits, 
this can be achieved organically over time (through market- 
ing) or through merger-and-acquisition (M&A) activity 
Such M&A activity can also boost overall industry prof- 
itability 1f ıt consolidates the number of generalists to (or 
toward) three Top management of any firm must make a 
decision whether to become/remain a generalist (by drawing 
from a wide range of resources) or a specialist (through focus) 
in the firm’s respective industry It also appears that a gen- 
eralist needs to exceed a market share threshold to become 
viable ın the long run However, the closer a firm ıs to the 
ditch and the more crowded the generalist space, the higher 
is the likelihood of falling into 1t Full benefits of the Rule 
of Three should not be taken as given, even if a firm resides 
in an R3 industry Top management must pay close attention 
to steer clear of the 5%—10% ditch area, or investors will be 
disappointed, and eventually the firm may become a target 
for M&A (e g , Kmart) Alternatively, a firm 1n the ditch can 
divest and emerge as a healthy specialist (e g , IBM from a 
personal computer maker to a service provider) 

Long gone are the times when the role of industry struc- 
ture was preeminent 1n formal strategic planning (Muintz- 
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TABLE 7 
Robustness Tests Using Alternative Lower Boundary Share Measures for Generalists 





A. Univariate Tests 





Generalist 
Share Cutoff 10% 12.5% 15% 17 596 2096 
Year 1997 2002 1997 2002 1997 2002 1997 2002 1997 2002 
Difference in oROA 
H3 ~ G0, 1,2 11298'** 10215** 11542*** 9016" 11600*** 8694*** 7564"* 4152* 3037 1 644 
(3 14) (2 24) (311) (209) (309) (8 10) (2 18) (1 94) (1 65) (1 66) 
R3 — G4, 5+ 11 096*** 812"* 11251*** 8164*** 1138"* 39592"* 5483* 6140" 333* 2 342* 
(4 15) (3 15) (405) (231) (488) (261) (1 83) (2 04) (1 71) (1 69) 
Generalist - ditch 4 287*** 663 5 148*** 1 0678* 7 334*** 311* 5 148** 2741* 3368" £132 
(2 55) (1 23) (252) (176) (268) (182) (2 06) (1 70) (1 70) (1 60) 
Specialist — ditch 7 287** —1 153 6991" 348* 6297" 629" 06014" 315 5467" — 011 
(218)  (—125) (219) (172) (221) (175) (2 19) (119) (2 16) (— 41) 
B: Regressions 
Generalist 
Share Cutoff 1096 12.596 1596 17.596 2096 
Year 1997 2002 1997 2002 1997 2002 1997 2002 1997 2002 
oROA (DV) 
H3 i3" 136*** 141** 145*** 158***  149** 137^ 132*** 119” 124"* 
(2 03) (3 77) (207) (381) (233) (383) (2 04) (2 94) (1 95) (2 23) 
R3 x market share 049*** — 066'* 051*** 069*** 054*** 073** 043** 061** 038** 048* 
(2 63) (2 01) (264) (204) (270) (211) (2 29) (2 00) (2 21) (1 87) 
H3 x market 
concentration 081** 138*** 089** 124*** 094**  139"* 079" 128** | 061* 108"** 
(2 06) (3 31) (215) (306) (233) (334) (2 05) (3 09) (194) (2 54) 
Adjusted Fi? 37 421 376 435 403 448 369 429 312 391 
Ditch —038'* —054'* -—032*** —048*** .—020* —034'"* -018*%  -027* -010 — 020 
(-273) (-256) (-267) (-237) (-2 23) (-220) (-194) (-165) (-153) (-1 61) 
Adjusted R2 317 316 298 271 281 234 240 021 211 198 
*p< 10 
**p « 05 
“p< 01 


Notes GO, G1, G2, and G4 denote industries with 0, 1, 2, and 4 generalists, respectively, and G5+ denotes industries with 5 or more 


generalists 


berg 1994) Nevertheless, our findings reaffirm that struc- 
tural differences are too important to be overlooked by top 
management 1n strategic thinking and decision making Per- 
haps the pendulum of practitioner (and academic) attention 
that used to be directed solely toward external/industry fac- 
tors has now swung too far toward the 1nternally focused 
resource-based perspective of strategic management 
(Boone, Carroll, and Van Witteloostuijn 2004) There ıs a 
need to advance and integrate both perspectives for gestalt 


Implications for Marketing 


A primary responsibility of marketing 1s to drive sales In 
this pursuit, marketing can create selective demand and sig- 
nificantly grow the market share of a firm organically How- 
ever, a superseding responsibility of marketing 1s to 
improve and maintain business profitability through brand, 
customer, and channel equity When the costs and risks of 
market share growth (eg, customer acquisition) threaten 
performance, marketing can also create primary demand 
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and provide growth without necessarily changing market 
share For the market leader approaching the upper limits of 
its economies of scale, ıt might make sense to use market- 
ing to expand the pie and protect share rather than maxi- 
mize share Thus, large generalists have much to gain from 
comarketing with generalists in other industries or even 
with their direct competitors The new focus would be on 
customer recruitment from nonusers instead of annexing 
customers from competitors In some cases, this means a 
complete reconsideration and restructuring of how these 
firms deploy their big marketing budgets Furthermore, not 
growing market share in the domestic market may also sug- 
gest an international growth strategy or even a globalization 
imperative 

Our finding that specialists generally perform better 
than ditch dwellers runs contrary to most industrial organi- 
zation literature and challenges the mainstream PIMS-based 
literature, which traditionally views high-performing small 
firms merely as exceptions (Buzzell and Gale 1987) This 


traditional view 1s myopic in that niche players have a col- 
lectively substantial role within the confines of differenti- 
ated markets In contrast, we find high-performing, small- 
market-share firms to be the rule rather than the exception 
At first glance, the main implication for specialists appears 
to be to forsake share growth and stay small Yet this may 
not necessarily be the case We believe that the real message 
1s to remain focused on core competencies (Hamel and Pra- 
halad 1994) rather than to divert strategic attention toward 
firm size or market share Because of their refined focus in 
their relevant markets, specialists can actually enjoy market 
leadership in their niches (Sheth and Sisodia 2002) They 
may even establish themselves as margin leaders Thus, the 
financial performance of specialists may actually 1mprove 
when they market to enhance their (target customer) share 
of heart and wallet within their niche but not necessarily 
when they grow their overall market share 


Implications for the Investor Community 


Our findings also raise several substantial points that should 
be explored in further interdisciplinary collaboration 
between colleagues 1n marketing and finance These include 
but are not limited to the following First, there appears to 
be a prevalent R3 industry structure for which performance 
benefits are not accurately priced by capital markets The 
disequilibrium in markets implied by our findings suggests 
that a portfolio of firms from R3 industries should outper- 
form a portfolio of firms from other industry structures, all 
else being equal Moreover, the conventional practice to 
invest 1n “the best of breed” of any industry to build a diver- 
sified portfolio appears sensible only when the number-one 
generalist 1s not overly dominant Excessively dominant 
players get undue respect in financial markets even though 
their upside potential is limited 

Second, capital markets usually penalize the stock of 
the acquirer and boost that of the target when merger news 
are announced (Jensen and Ruback 1983) Our research 
implies that both stocks may be warranted a boost 1f a pro- 
posed M&A decreases/increases the number of generalists 
to (or toward) three Furthermore, because an R3 structure 
enhances overall industry performance, the financial mar- 
kets’ reaction to other stocks (1n the same industry) should 
also be favorable when M&A that converges industry struc- 
ture to (or toward) an R3 structure 1s announced, and vice 
versa 1f M&A diverts from R3 Similar reactions in finan- 
cial markets have recently been shown to occur in response 
to phenomena that alter industry structure, such as privati- 
zation (e g, Altintig et al 2009) and divestitures (Lamont 
and Polk 2002) 

Finally, ditch dwellers (1e, those with intermediate 
market share) are not good long-term investments but may 
make excellent speculative investments in a portfolio, 
because their implied financial vulnerability makes them 
likely M&A targets Merger-and-acquisition activity can 
offer dramatic short-term boosts to stocks of target firms 
(Jensen and Ruback 1983) 


Further Research and Limitations 


The Rule of Three (Sheth and Sisodia 2002) contains 
unique perspectives and many important generalizations 
that demand further attention Our examination focused 
entirely on the market structure-profitability relationships 
of firms 1n the United States. We did not examine the Rule 
of Three comprehensively, and several noteworthy proposi- 
tions remain for further research One such line of inquiry 1s 
the examination of R3 structures in other markets (eg, 
European Union) and globally 

The Rule of Three also allows for predictions regarding 
industry evolution and dynamics Although we used the 
most current data available, 1t would be worthwhile to use 
historical data and determine how successfully the Rule of 
Three could predict industry shakeouts and industry-specific 
and firm-specific profitability changes over time and 1n con- 
junction with other variables In particular, the interplay 
among R3 industry structure, market share, and market con- 
centration appears complex A deeper examination of indus- 
try structure as a moderator 1s left for future work Use of 
longitudinal data would also enhance the understanding of 
industry dynamics and may potentially reveal a feedback 
loop effect from profitability to market share/concentration 

The current research represents the first attempt to test 
the lawlike generalizations represented by the Rule of 
Three As a result, 1t focused on the consistent effects rather 
than the differences (in direction and magnitude) among 
industries In other words, although our study attempted to 
extract the overall generalizations outlined 1n the Rule of 
Three, there remain conditional or situational factors that 
might influence its relevance and, thus, its applicability It 
would be worthwhile to ascertain the extent to which the 
Rule of Three is applicable to special cases (e g , pure net- 
work industries), to top performers (using data envelopment 
analysis), or to specific 1ndustry and firm groups For exam- 
ple, Schwalbach (1991) finds stronger profitability effects 
for market share within service industries 

The research to date involving specialists/generalists 
has predominantly been conducted 1n single-industry stud- 
ies and case settings in which some researchers were able to 
distinguish between specialists and generalists according to 
niche width In contrast, our study involved more than 1300 
firms from more than 160 industries Therefore, we did not 
categorize specialists, generalists, or the ditch dwellers on 
the basis of actual strategic focus As a result, a small pro- 
portion of firms may have been misclassified (e g , a special- 
ist with more than 10% market share would be categorized 
as a generalist, or a generalist with less than 5% market 
share would be categorized as a specialist) We have done 
our best to address this 1ssue by using a variety of threshold 
values to demonstrate the robustness of the findings 

The private sector (firm and investor) benefits of the R3 
structure appear to be clear and robust However, to thor- 
oughly assess the claimed absolute optimality of the struc- 
ture, its 1mpact (beyond economic efficiency) on a wide 
array of consumer welfare factors (1e, consumer surplus, 
innovation, variety, customer satisfaction, convenience, 
affordability, price stability, and perceived value) could be 
examined in further research Nevertheless, the Rule of 
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Three has vast potential for straightforward public policy 
recommendations, especially with regard to M&A activity 
and antitrust 

Furthermore, the Rule of Three may be inherently 
hnked back to basic consumer behavior through the notion 
of the “evoked set" because most consumers and industrial 
buyers consider approximately three alternatives during the 
purchasing process (Howard and Sheth 1969, Sheth and 
Sisodia 2002) If so, the transformation and impact of the 
evoked set of consumer brands on corporate performance 
represent a worthwhile line of research for consumer behav- 
1orists, marketing strategists, and marketing modelers alike 

Note that we do not argue that market share 1s the only, 
or even the main, determinant of performance When con- 
sidering a relationship between industry structure and prof- 
itability, ıt 1s challenging Gf not impossible) to move 
beyond mere correlation to a determination of causality 
(Demsetz 1986, Slade 2004, Wensley 1997) Nonetheless, 
our analyses of market share as a leading indicator of per- 
formance indicates that 1t might indeed be related to subse- 
quent firm earnings As Boulding and Staelin (1993, p 164) 
note, market share “has strategic value, under certain condi- 
tions, in that ıt generates lower costs and thus excess profits ” 
We readily acknowledge that the basic relationship between 
market share and performance 1s mediated/moderated by 
additional factors and that these 1ndirect effects could sur- 
pass and suppress the direct effect (Prescott, Kobl, and 
Venkatraman 1986) Although we attempted to control for 
the effects of such unobserved variables by including firm- 
specific dummy variables in our regression models, other 
systemic macroeffects may have affected our cross-sectional 
estimates Finally, our data suffer from some of the same 
weaknesses as PIMS ? 

In conclusion, there appears to be a rich vein of both 
theoretical and practical implications that can be drawn 
from Sheth and Sisodia's (2002) Rule of Three Further- 
more, the financial markets do not seem to price these 
implications fully into firm valuations We advocate for 
further exploration of the theory and integration of its 
insights into business school curricula We hope that this 
pioneering empirical examination will stimulate further 
research and advance the conceptualization of these funda- 
mental relationships 


Appendix 
Robustness Checks 


Because of the controversial nature of some of our hypothe- 
ses, we undertook extensive efforts to conduct additional 
robustness checks of our findings We summarize these here 


3As with most PIMS-based studies on the market share- 
profitability relationship, our approach relies on cross-sectional 
analysis of pooled data Nonetheless, our methodology offers two 
significant advantages over those using PIMS data First, we used 
objective market share data and SEC-reported accounting mea- 
sures instead of self-reported “served market” measures and dis- 
guised financial figures Second, we captured the small-share 
firms that report to the SEC, which enabled us to compare the per- 
formance of small firms that are typically excluded from PIMS- 
based studies (Day 1986) 
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Market Definition 


Market share measurement is highly sensitive to how mar- 
kets are defined Thus, we repeated our analyses using four- 
digit and three-digit NAICS classifications and two mea- 
sures of relative market share (benchmarking against the 
top competitor and the top three competitors) when applica- 
ble All results were consistent with theory and qualitatively 
the same 


Industry Maturity 


Although we used a more inclusive 15-year cutoff to define 
industry maturity, 20- and 30-year cutoffs yielded qualita- 
tively equivalent results 


Alternative Performance Measures 


We also used oROS (operating income of the firm or unit 
divided by the total sales of the firm or unit) and three-year 
oROS as performance measures for all tests and revealed 
results similar to those of oROA tests These further bol- 
stered the reliability of the findings because ROS provides 
significantly more conservative estimates of the market 
share—profitability relationship (Szymanski, Bharadwaj, 
and Varadarajan 1993) 


Methodological Considerations 


We repeated all univariate tests for the medians using 
Wilcoxon sign-rank tests, and the results were qualitatively 
unchanged We used multiple approaches for the CAR cal- 
culations We used geometric mean instead of arithmetic 
mean 1n calculating CAR to account for compound effects 
of growth We also calculated arithmetic mean results for 
robustness, which yielded stronger results, however, the 
more conservative geometric results were reported 


Financial Measures 


Another common method of calculating long-term stock 
market performance 1n finance literature 1s to take the dif- 
ference between the aggregate return on the stock and the 
aggregate return on a market portfolio (e g , Ritter 1991) 
We also used this methodology to check for robustness The 
results were stronger and 1n the same direction. However, 
because this method does not adjust for risk, we report the 
more conservative risk-adjusted results In addition to the 
CRSP value-weighted index, we used the CRSP equally 
weighted index as a proxy for the market portfolio The 
results remained qualitatively unchanged We also checked 
alternative estimation periods for the systematic risk factor 
B for robustness Most common periods used in the finance 
literature are three, five, or ten years before the abnormal 
return calculation date (Barber and Lyon 1997) The results 
using [-60, -12] months and [—-36, —12] months around the 
abnormal return calculation were qualitatively the same We 
conservatively report the results with the longest estimation 
period (1 e , ten years) 


The Ditch/Generalist Distinction 


Theoretically, generalists and specialsts are best distin- 
guished by strategic breadth versus focus, an approach well 
suited for single-industry studies (Peli and Nooteboom 


1999) However, 1n practice, generalists (specialists) in 
mature industries are consistently characterized and mea- 
sured as relatively large (small) 1n size, market share, and 
industry influence (e g , Sorenson et al 2006) As we noted 
previously, several researchers also 1dentify a range of inter- 
mediate market share 1n which firms tend to perform worse 
In the operationalization of these distinctions, the issue 
emerges of how best to demarcate the boundaries between 
these market share regions Sheth and Sisodia (2002) argue 
for a 10% threshold dividing generalists and ditch firms 
Sumilarly, Buzzell, Gale, and Sultan (1975) suggest the 
existence of a minimum critical share level, observing that 
profitability typically decreases when firms have less than 
10% market share Various researchers in economics have 
empirically demonstrated that market power (manifested as 
a positive influence on profitability) consistently emerges 
when the largest firms control a combined minimum of 
4596—5996 market share (Parry and Bass 1990, Rhodes and 
Cleaver 1973, Scherer 1980) Under conservative reason- 
ing, the largest minimum firm size necessary to exert this 
influence 1n an R3 industry would be one-third of this req- 
uisite combined share (1e, 15%—20%) Buzzell and Wier- 
sama (1981) observe that the ratio that best fits the actual 
distribution of market share 1s 63 of the next-largest firm 
(tending to range from 6 to 65) Conservatively, when we 
use the largest combined share identified as imparting mar- 
ket power (1e, 59%), this size distribution results 1n the 
third-largest firm possessing a market share of slightly 
above 10% (1e, 10 28%) Using similar logic, Henderson 
(see BCG 1976, Henderson 1979) claims that no firm can 


be viable 1f 1t has less than 25% of the largest competitor’s 
market share Given that the average market share of the top 
generalists is approximately 41% in our R3 industry sample 
and 39% 1n our overall sample, the third-largest firm would 
have approximately 10% market share using this 5 ratio 
(42 1 proportion) Thus, with our sample averages, 10% 
also emerges as a defensible minimum cutoff choice How- 
ever, Henderson (see BCG 1976, Henderson 1979) claims, 
and Kwoka (1979) finds, that an individual firm market 
share of at least 15% 1s required to have a positive influence 
over industry profit levels ^ As a result of these plural per- 
spectives, and with the goal of maximizing the generaliz- 
ability of our findings, we examined the 1ssue of market 
power using a broad range of generalist/ditch thresholds 
(see Table 7) 

We conducted additional sensitivity analyses to estab- 
lish the boundary market share conditions for each category 
For generalists, analyses repeated at every percentage point 
revealed that significance of the results disappeared outside 
the 996—2196 market share range Similarly, for specialists, 
analyses were repeated at every 5 percentage point, and 
significance of the results disappeared outside the 396—796 
range Therefore, we consider the findings robust for alter- 
native specifications of market share 


4Henderson’s (BCG 1976) article (which argues for a 421 
ratio) would not accommodate a third competitor with 15% market 
share, because the combined market share of the top three would 
then become 15% + 30% + 60% = 105%, even without accounting 
for any specialists 
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Don't Think Twice, It's All Right: 
Music Piracy and Pricing in a DRM- 
Free Environment 


The music industry has widely viewed digital rights management (DRM) as an effective strategy for reducing digital 
piracy Digital rights management systems aim to prevent unauthorized copying and to reduce the overall rate of 
piracy Therefore, the recent move toward offering DRM-free music by some major online music sellers appears 
paradoxical In this article, the authors propose a model that conceptualizes and estimates the concept of hardcore 
piracy in an attempt to resolve this apparent paradox Based on two large empirical studies and a validation 
exercise with a large sample of more 2000 college students, the model results indicate that the music industry can 
benefit from removing DRM because such a strategy has the potential to convert some pirates into paying 
consumers In addition, a DRM-free environment enhances both consumer and producer welfare by increasing the 
demand for legitimate products as well as consumers’ willingness to pay for these products The authors find that 
producers could benefit by lowering prices from currently observed levels The article concludes with a discussion 
of the practical implications of the findings for managers within the music industry 


Keywords digital rights management, intellectual property, piracy, welfare, online music 


And it ain't no use to sit and wonder why, babe never work to halt music piracy” In June 2007, 1Tunes 
If you don’t know by now began selling part of its catalog DRM-free, and exactly a 
—Bob Dylan year later, the online music store Rhapsody teamed up with 


(RIAA) (2009) estimates that music sales declined entirely from its catalog More significantly, ın what has 


Te Recording Industry Association of America Verizon, Yahoo Music, MTV, and iLike to strip DRM 
from $13 7 billion in 1998 to $8 5 billion in 2008 been heralded by some as the death knell for DRM, on Jan- 


The music industry has been unequivocal ın blaming this uary 6, 2009, Apple announced that ıt signed agreements 
trend on online piracy Although music piracy 1s not a new with all the major music labels to offer their music in a 
phenomenon, what ıs new 1s the industry’s focus on individ- DRM-free format on its 1Tunes store Given the extreme 
ual consumers, such as college students, as pirates measures taken by most major producers to curb piracy 


(Devaney 2008) Technology has been a key strategy in through DRM and legal enforcement, this recent strategy of 
combating piracy through systems such as digital rights offering DRM-free songs poses a paradox that 1s worthy of 
management (DRM), which strives to make 1t difficult, 1f further exploration 


not 1mpossible, to reproduce and distribute copies of legally In this article, we investigate the impact of DRM restric- 
purchased digital music However, it 1s also possible that tions on the demand for music downloads We do this by 
cumbersome restrictions 1mposed by DRM have con- developing a new model that introduces the concept of 
tributed to the slow growth 1n digital music sales Because "hardcore pirates" and estimates the impact of DRM on 
DRM-encoded music files limit many aspects of a con- consumers’ willingness to pay (WTP) for songs (both 
sumer's ability to listen to music, 1t should not be surprising favorites and nonfavorites) and on producer revenues and 
if DRM also limits the market for such products profits Based on two studies of more than 2000 college stu- 


In February 2007, Apple’s chief executive officer dents, the results suggest that despite the potential advan- 
(CEO), Steve Jobs (2007), called for the elimination of tages offered by some DRM restrictions, on balance, the 
DRM protection from all legally sold digital music files, elimination of DRM has a net positive impact on both pro- 
stating that "DRM (systems) haven't worked, and may ducer profits and consumer welfare The reasons for these 

surprising results are twofold (1) a decrease 1n the propen- 
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In addition, they provide support for the notion that under 
certain circumstances, consumers may prefer to pay for a 
product, even 1f they can obtain it for free 

This research contributes to the literature in at least 
three ways (1) It provides a consumer-based rationale for 
the paradoxical trend of removing DRM controls, (2) it 
considers piracy from a demand perspective and offers a 
new and unique method for conceptualizing and measuring 
piracy in terms of WTP, and (3) 1t enables us to examine 
how different DRM and pricing strategies affect the levels 
of piracy, producer profits, and consumer welfare While the 
popular press contains numerous articles regarding the 
impact of DRM, the academic literature has yet to produce 
any empirical work examining how various DRM strategies 
might affect music sales and piracy rates In addition, this 
research addresses the limitation of many previous studies 
of the relationship between music sales and piracy that were 
based on supply-side estimates 

We organize the remainder of the article as follows The 
next section describes DRM and the way it affects the 
music industry This 1s followed by our conceptualization of 
music piracy and the empirical model we use to estimate 
the relationship between DRM and piracy The following 
section estimates and validates the model using two studies 
focused specifically on the type of DRM reduction strate- 
gies that have the most beneficial 1mpact on reducing piracy 
and increasing consumers’ WTP Then, we consider the 
welfare effects of DRM removal and optimal pricing strate- 
gies The concluding section summarizes the main findings 
of the article, reviews key limitations, and discusses rele- 
vant managerial implications 


DRM 


Digital rights management, or DRM, 1s a term used to refer 
to the technical systems and technologies that digital pub- 
lishers and copyright holders use to exert control over how 
consumers may use digital works Digital rights manage- 
ment systems offer several potential benefits to both music 
publishers and consumers For publishers, DRM offers the 
technical means to control the distribution and use of digital 
music In theory, DRM enables music publishers to sell digi- 
tal music that 1s difficult or 1mpossible for end users to 
duplicate These technologies can not only limit unautho- 
rized copying but also enable new business models beyond 
just purchasing individual songs or albums 


The Impact of DRM on Consumers 


For consumers, the benefits of DRM primarily result from 
being able to legally purchase music and music services that 
might not otherwise be offered Music publishers were 1ni- 
tially slow to offer digital music for purchase and download 
on the Internet because of fears of increasing the unautho- 
rized use of their music offerings It was not until viable 
DRM-protected music services, such as Apple's iTunes, 
were launched that consumers had a brand-name outlet to 
purchase music for download from the major music pub- 
hshers Digital rights management can also offer consumers 
new ways to purchase music, such as Microsoft's Zune 
Pass, which offers unlimited music. downloads for $14 99 


per month (Microsoft Corporation 2007) Without DRM, 
music publishers would be unlikely to allow retailers such 
as Microsoft to offer services like these 

However, it 1s worth noting that reducing the DRM pro- 
tection on a particular music file does not automatically 
give consumers the freedom to copy these files indiscrimi- 
nately For example, although Apple now sells music that 
has no DRM restrictions (1Tunes Plus), the terms of use still 
specify that purchasers are "authorized to use the Products 
only for personal, noncommercial use" (Apple iTunes 
Terms of Service 2009, see http //www apple com/legal/ 
itunes/us/terms html) So, reducing or eliminating DRM 
need not 1mply that users are free to pirate purchased music 
Note also that relaxing DRM restrictions does not necessar- 
ily mean that there are no technical restrictions on use For 
example, Microsoft's Zune music player allows consumers 
to share music with fnends through a relaxed version of the 
traditional DRM restrictions. This relaxed DRM allows 
sharing only 1n person with other friends, however, it limits, 
for example, the burning of CDs or DVDs, and it prevents 
users from uploading music to file-sharing networks 

While the benefits of DRM protection to consumers and 
music publishers appear clear, it 1s not obvious that these 
benefits outweigh the limitations of DRM systems on bal- 
ance For consumers, DRM has the potential to impose 
stricter technical controls on their use of purchased digital 
music than even copyright statutes dictate (Lichtman 2006) 
These restrictions may limit the utility consumers realize 
when purchasing music that has DRM controls For exam- 
ple, while fair-use legislation may allow consumers to cre- 
ate a private copy, DRM can take away that ability. In this 
way, DRM can impose many restrictions that consumers 
might find unfair or inconsistent with their desired ability to 
use purchased music Finally, DRM also raises the issue of 
data privacy, given that some types of DRM controls have 
the ability to track individual consumer usage of music files 
(Cohen 2003) All these factors taken together may limit the 
utility of digital music for legitimate consumers Figure 1 
captures an often expressed consumer sentiment regarding 
the restrictions imposed by DRM-locked files 


The Impact of DRM on Music Producers 


Thus, given the ambiguity surrounding DRM restrictions, 
an important but unanswered question 1s how a producer 
should decide on whether to offer DRM-restricted or DRM- 
free files There appear to be three main requirements for a 
sustainable business model 1f the absence of DRM restric- 
tions on music files increases file-sharing activities First, 
there should not exist any significant, negative 1mpact of 
file sharing on the sales of alternative music formats from 
which the industry derives substantial revenues (e g , CDs 
primarily, but also vinyl records and music videos) Second, 
file sharing should enhance the demand for complementary, 
revenue-generating goods and services, such as other digital 
songs and concerts Third, lifting DRM restrictions should 
enhance consumers’ utility and increase overall sales of 
digital music files This may be achieved with files that are 
more flexible (transportable, customizable, playable, share- 
able with friends) and by converting a certain segment of 
nonpurchasers or pirates into paying customers These 
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FIGURE 1 
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AUDI&E.COM OR ITUNES? 
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$0 REMEMBER: IF YOU WANT A COLLECTION 
YOU CAN COUNT ON, PIRATE IT. 


HEY, YOULL BE A CRIMINAL EITHER WAY. 


(IF You DONT LIKE THIS, DEMAND DRM-FREE FILES) 
Source http //xkcd com/488 


increased revenues must be sufficient to exceed or at least 
cover any potential losses 1n direct sales of digital files as a 
result of lifting DRM restrictions We present theoretical 
and empirical arguments drawn from both the literature and 
our own original empirical results to provide evidence that 
all these conditions may indeed exist 1n the current world of 
digital music We discuss each of these requirements in 
detail 

First, regarding the issue of the potential negative 
impact of file sharing on CD sales, the commonly held view 
in the music industry has been that the lack of DRM con- 
trols increases piracy and leads to dechning album sales 
However, the empirical relationship between piracy and 
declining album sales has not been clearly established 
While some studies have found evidence linking piracy to 
declining album sales (Liebowitz 2006, Rob and Waldfogel 
2006, Zentner 2006), others have not (Bhattacharjee et al 
2007, Oberholzer and Strumpf 2007, Smith and Telang 
2008, Tanaka 2004) Furthermore, note that the latter four 
studies were the only ones to use actual file-sharing data, 
and none of them found any negative impact on CD sales 
(Oberholzer and Strumpf 2009) Thus, on balance, 1t 1s dif- 
ficult to argue that DRM removal has a significant, negative 
effect on CD sales Plausible alternative explanations for 
the observed decline in CD sales include variable economic 
cycles and the increasing competition from other forms of 
entertainment, such as digital games, movies, television 
shows, concert DVDs, and so forth (Oberholzer and 
Strumpf 2009) Second, regarding the increased sales of 
complementary goods as a result of file sharing, recent evı- 
dence from the economics literature shows that as DRM 
restrictions are lifted and music availability increases, the 
price of complementary goods (eg, concerts) also 
increases, thus enhancing "sales" and revenues for many 
artists (Krueger 2005, Mortimer and Sorensen 2005, Schulz 
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2009) Third, regarding the issue of enhanced consumer 
utility for DRM-free files, the principal focus of our 
research, the existing literature has identified factors that 
may cause legal digital music sellers to benefit from con- 
sumer piracy and, therefore, to optimally choose a low or 
zero level of DRM protection These reasons include the 
following 


*Restrictions on product usage DRM 1s “capable of control- 
ling, monitoring, and metering almost every conceivable use 
of a digital work” (Burk and Cohen 2001, p 48) Therefore, 
to the extent that ıt imposes restrictions on the access, porta- 
bility, and use of legally bought digital products, DRM may 
also reduce the value of such products for consumers (Hel- 
berger et al 2004) Desai, Purohit, and Vernik (2009) state 
that the most limiting restriction for consumers was the 
requirement of limiting songs to only one device and that this 
lowered utility for all consumers 


eProduct sampling Because many digital goods are often 
experiential goods, digital copies may also act as product 
samples, allowing consumers to find out which products fit 
their own preferences more closely (Chellappa and Shivendu 
2005) In turn, allowing consumers to gain information about 
product fit can positively affect profits by letting firms design 
appropriate pricing strategies to match this information 
(Shapiro 1983) In a multiproduct monopoly setting, Peitz 
and Waelbroeck (2006b) show that because of the sampling 
role of music piracy, the introduction of file-sharing technolo- 
gies leads to higher profits in the presence of product diver- 
sity and consumer heterogeneity 


«Social network effects Previous research has shown that the 
value of possessing products resides not only in the direct 
utihty and enjoyment that consumers derive from their use 
but also in their importance in forming social relationships 
and their role in expressing the sense of self (Richins 1994) 
These types of social network effects are recognized as being 
important for music consumption For example, activities 
such as sharing, displaying, and swapping music can be 
important ways of self-expression and social interaction 
(Bassoli, Moore, and Agamanolis 2006, Brown, Sellen, and 
Geelhoed 2001, O’Hara and Brown 2006) An influential 
study by Salganik, Dodds, and Watts (2006) demonstrates 
that the success of digital songs depends to a large extent on 
the knowledge of what other customers are downloading 
Thus, removing restrictions on the ability to share files with 
friends may increase the social network effects of music 
consumption, thus increasing consumers’ WTP for legal 
downloads 


eIndirect appropriability Indirect appropnability (Liebowitz 
1985) refers to the notion that the ability to copy increases the 
value that purchasers place on originals, thus increasing their 
WTP and allowing sellers of originals to incorporate and cap- 
ture the value of these copies while pricing originals Thus, it 
provides legal suppliers with a tool to mitigate the potential 
negative effects of DRM removal Liebowitz (2006) argues 
that the price of CDs reflected the value of cassette copies 
that purchasers made for personal use, just as libraries paid 
significantly more than individual subscribers In the case of 
music, between 2007 and early 2009, 1Tunes sold DRM-free 
songs at a higher price than DRM-encoded songs ($1 29 ver- 
sus $ 99), which can be interpreted as an attempt to indirectly 
appropriate the benefits of file copying 


The significance of these factors and the net 1mpact of 
removing DRM are relevant empirical issues However, to 


the best of our knowledge, no study has investigated the 
effects of DRM removal on piracy, consumer demand, 
industry profits, and welfare In our study, we demonstrate 
the advantages of DRM-free policies but acknowledge that 
the cross-sectional nature of our design limits these poten- 
tial benefits ın the short run The investigation of potential 
long-term benefits of DRM implementation, if they do 
exist, 1s left to further research 


Model: Conceptualizing DRM and 
Piracy in Terms of WTP 


Our model uses a demand-based approach to estimate the 
impact of DRM removal on piracy by measuring con- 
sumers’ WTP for downloaded music We allow for the exis- 
tence of an endogenously estumated group of hardcore 
pirates, or consumers whose WTP for downloaded songs 1s 
always zero To do so, we build on the contingent valuation 
method (CVM) that originated in the economics literature 
(Cameron and James 1987, Hanemann 1994, Hanemann, 
Loomis, and Kanninen 1991) 

Alternative techniques for estimating WTP have been 
proposed and used in the marketing literature, including the 
so-called Becker-DeGroot-Marshak (see Becker, DeGroot, 
and Marshak 1964) lottery procedure and choice-based 
experiments, such as conjoint analysis Although each 
approach has its own advantages and disadvantages, along 
with their own set of detractors (Diamond and Hausman 
1994, Hausman 1993) and supporters (Hanemann 1994), 
there 1s no consensus that any one method 1s clearly prefer- 
able to the other (Foster and Mourato 2003, Hanley, 
Mourato, and Wnght 2001, Stevens et al 2000) However, 
there 1s now increasing evidence that carefully designed 
CVM studies, following the protocols established 1n recent 
work (Carson et al 1996, Carson, Flores, and Meade 2001) 
and the recommendations of the National Oceanographic 
and Atmospheric Admunistration’s blue-ribbon panel of 
economists, headed by Kenneth Arrow (Arrow et al 1993), 
yield both reliable and valid estimates of WTP (Carson, 
Flores, and Meade 2001) Accordingly, we use the CVM 
approach to develop our model of hardcore piracy 


Contingent Valuation and WTP 


Studies employing CVM, including the dichotomous choice 
model, have been used extensively for the purpose of esti- 
mating WTP (Bishop and Heberlein 1979, Hanemann 1994, 
Mitchell and Carson 1989) In this model, respondents are 
presented with a sequence of two bids and are asked 
whether their WTP equals or exceeds that bid The magni- 
tude of the second bid depends on the answer (yes/no) to 
the first bid Denoting the 1nitial bid as B,, respondents are 
asked whether they would purchase the product 1f 1t were 
priced at B, If they answer “yes,” they are presented with a 
new bid, By, such that By > B; However, if their response 
to the initial bid 1s “no,” they are presented with By < Bj 

Typically, multiple bid sets (Bj, Bj, By) are developed on 
the basis of extensive pretesting of appropriate price ranges 
and then distributed equally across respondents The four 
outcomes can be represented as follows (No—No) 1f WIP < 


Bi, (No—Yes) if Bi, < WTP < B,, (Yes—No) 1f B; < WIP < 
By, and (Yes-Yes) 1f Bg < WTP From the responses to 
these questions, 1t 1s possible to estimate the cumulative dis- 
tribution functions of a variety of distributions and to esti- 
mate the WTP on the basis of parametric and nonparametric 
techniques A main attraction of this closed-ended approach 
is that ıt mimics choices that buyers face ın actual markets, 
resulting in improved efficiency of the estimated mean 
WTP 

An important issue in contingent valuation surveys 1s 
one of optimal bid design The distribution of the chosen 
bids affects the efficiency of the estimators (the bids enter 
as regressors and determine the variance-covariance 
matrix) and therefore should be chosen after careful deliber- 
ation Several studies have derived optimal bidding mecha- 
nisms (Alberini 1995, Kanninen 1995), but they all require 
some prior knowledge of the WTP distribution. However, 
the consensus m the recent literature is to use as much 
information as may be available or inferred about the distn- 
bution and then to set the bids around this 1nferred distribu- 
tion For example, these bids may be designed on the basis 
of focus groups and pretests (Cameron and Quiggin 1994), 
or as 1s likely in the case of new products, they may be 
based on the price of existing products In our case, we 
based our bids on the results of extensive pretests with col- 
lege students regarding their WTP for digital songs The 
five bid sets were consistent with prices for a single down- 
loaded song at the time of our studies (Spring 2007 and Fall 
2008) and ranged from approximately $ 10 at allofmp3 com 
to $ 99 at the iTunes music store Accordingly, the five bid 
sets were 1n the $ 05-$1 50 range as follows ($ 10, $ 05, 
$ 25), ($25, $10, $50), ($50, $25, $75), ($ 75, $50, 
$1 50), and ($1 00, $ 75, $1 50), where each number repre- 
sents (bid 1, subsequent lower bid, subsequent higher bid) 


Piracy Model 


Our conceptualization of hardcore piracy involved a two- 
step procedure We describe each in turn 


Step A estimating WTP We asked all respondents 1n the 
(No-No) group whether they would be willing to “pay any- 
thing at all" All hardcore pirates belong to the "No-No- 
No" group of respondents (1e , respondents who said “no” 
to the initial bid presented to them, “no” to the subsequent 
lower follow-up bid, and then “no” to the follow-up ques- 
tion asking them whether they would pay anything at all for 
a favorite song) Thus, for individual j, 


(1) Pr(No-No) = Pr{ WTP, S Bj, and WTP, S Bjj] 
= Pr{ WTP, S BiIWTP, < B} Pr{ WTP, € B1) 
= Pr{WTP, S Bj], because By, < Bj 
= F(Bi,, 9), 


where FB,,, 8) 1s the cumulative distribution function of a 
chosen parametric distribution for WTP with parameter 
vector 0 Similarly, 


(2) Pr(Yes-Yes) = Pr(WTP, > Bi, and WTP, > Bg) 
= l ag F(Bup 0), 
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3) Pr(Yes-No) = Pr(WTP, > Bj and WTP, € By) 
= F(By, 0) - F(B,,, 0), and 

(4) Pr(No-Yes) = Pr(WTP, < B, and WTP, > B;,} 
= F(B,,, 6) ~ FB, 0) 


Equations 1—4 represent the probabilities of observing the 
different responses to each of the individual bids and yield 
the likelihood function for estimating the mean WTP for the 
sample 


Step B jointly estimating WTP and hardcore piracy To 
jointly estimate WTP and hardcore piracy, we define two 
groups of consumers as follows 


1 Group A consists of people whose WTP 1s always zero 
These are the hardcore pirates and are observed with proba- 
bility p) This probability can be modeled as a function of 
individual and/or firm covariates X, In our application, the 
primary covariate of interest 1s the presence or absence of 
DRM restrictions 


2 Group A consists of people whose WTP 1s not always zero 
These people may or may not purchase a song and are 
observed with probability (1 ~ py) 


We do not know which group a randomly drawn individual 
belongs to, but we know that Pr(WTP = OJA, X;,) = 1 and 
that Pr(WTP = k|A, X,) = 0, where k > 0 Thus, 


(5)  Pr(WIP = 0[X,) = Pr(WTP = OA, X,,) x Pr(A) 
+ Pr(WTP = O|A, X,,) Pr(A) 

= Pr(WTP = O|A, X,) x Pr(A) + Pr(A) 

= p, + (1 - p)Pr(WTP = 0JÁ, Xy), and 


(6) Pr(WTP = k[X,) = Pr(WTP = k{A, X,)Pr(À) 
+ Pr(WTP = k|A, X,,)Pr(A) 


= Pr(WTP = kA, X,,)Pr(A) 
= (1 - p,)Pr(WTP = kj, X,,) 


We let nnn, nn, ny, yn, and yy represent dummy indicators 
for the (No-No-No), (No-No), (No- Yes), (Yes—No), and 
(Yes—Yes) group, respectively As such, Equations 1-6 yield 
the following sample log-likelihood 


(nnn)In(p,)+(nn—nnn)in| (1—py)(FB,,),6 | 
N +(ay)ta| (1-p,){F(B,,,€)-F(B,,,6)}| 
E +(yn)in| (1-p, ){F(B,,,0)—F(B,,,0)} | 
+(yy)in| (I-p,){1-F(B,,6)} | 


A variety of distributions, such as the lognormal, normal, 
and Weibull, have been suggested for modeling WTP The 
parameters of these distributions can be specified as func- 
tions of covariates Consequently, our model can incorpo- 
rate the differential 1mpact of covariates on both the proba- 
bility of hardcore piracy (p,) and the distribution of WTP 
for nonpirates We used this feature in the empirical appli- 
cation to ascertain the impact of DRM restrictions on piracy 


(7) LL= 
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and WTP In the following sections, we describe the results 
of validating our model based on two empirical studies 


The Effects of DRM on Hardcore 
Piracy, WTP, and Welfare: Evidence 
from the College Student Segment 


In this section, we analyze the 1mpact of DRM technology 
on hardcore piracy, optimal pricing, and welfare To do so, 
we conducted two studies involving a diverse group of 
undergraduate students at a major public university We 
describe the results of these studies subsequently In both 
the studies, participants were recruited on a voluntary basis 
in undergraduate classes representing diverse disciplines, 
such as business, liberal arts, sciences, and engineering All 
but one student agreed to participate in our surveys 


Study 1 


We conducted Study 1 with 849 students dunng spring 
2007 We varied the levels of DRM according to the preva- 
lent restrictions on sharing and individual use and estimated 
their impact on both hardcore piracy and consumers’ WTP 
This study used a 2 X 2 between-subjects design 1n which 
we varied the level of two factors We varied the first factor, 
individual DRM, using two levels (absent versus present 
individual DRM restrictions) We also varied the second 
factor, shared DRM, using two levels (absent versus present 
shared DRM restrictions) We presented the respondents in 
each condition with a scenario 1n which they were asked for 
their opinion about the attributes of a new online music 
store The new store was presented generically to avoid any 
potential brand effects of using an existing online music 
store Specifically, we told the participants that we were 
interested in knowing how much they were willing to pay to 
download their favorite songs given the new store’s attrib- 
utes, which were varied 1n each of the four conditions 

In addition to the paper-and-pencil questionnaire that 
each participant completed, we began the experiment with 
an extensive presentation ın which we carefully described 
the experimental task and the condition-specific attributes 
of the new online music store using the same wording that 
was contained ın the questionnaire The participants were 
given an opportunity to ask questions and clarify any doubts 
regarding the characteristics of the store and the accessibil- 
ity and portability of the songs To maximize the believabil- 
ity of the setup of the experiment, we included example 
screenshots of a Web site we developed to represent the 
new, fictional online music store These screenshots were 
identical across conditions except for the attributes listed on 
the Web page, which were changed in each condition to 
correspond to the two levels of each factor 


individual and Shared DRM Factors 


Technically, DRM controls two types of transactions by 
consumers of digital music music usage and music distrib- 
ution (Kwok 2002) Digital nghts management enforces 
particular rules of a consumer’s music usage by allowing 
decryption of purchased music files only 1n accordance with 
the rights granted to a music purchaser These uses include 


frequency of access, transfer to other devices, allowable 
playback devices, and copy permission, among others (Liu, 
Safavi-Naim, and Sheppard 2003) Beyond an individual's 
use, DRM can also control how a consumer can share 
music, termed "superdistribution," because 1t applies not to 
individual use but rather to how the consumer can share 
purchased music with others (Kwok 2002, Liu, Safavi- 
Naini, and Sheppard 2003, Mori and Kawahara 1990) Fol- 
lowing this logic, we constructed two factors that repre- 
sented the different levels of DRM restrictions (1) 
individual usage (product usage limited exclusively to the 
purchaser) and (2) shared usage (product usage that inclu- 
ded sharing with other consumers [1 e , superdistribution]) 

We varied the level of the first factor, individual DRM, 
by including attributes that were more or less restrictive 
according to actual levels of DRM associated with digital 
music files The two levels of this factor varied only the 
attributes of DRM that pertained to the purchaser’s individ- 
ual use of a digital music file For operationalizing this 1ndi- 
vidual DRM condition, we used the most current (at the 
time) attributes enforced by the Apple iTunes Fairplay 
DRM system and the associated terms of service for the 
iTunes music store Therefore, the present individual DRM 
condition authorized the song to play on a specific brand of 
digital music player and on a specific branded software 
player on the user's personal computer, offered a single 
quality of song for download (128 kilobits per second 
[kbps] sampling rate), and did not allow the purchaser to 
redownload the song 1f the song was ever lost The saliency 
of these attributes was validated 1n extensive one-on-one 
interviews with. knowledgeable online music users, who 
were asked to discuss the differences between DRM- 
encoded and DRM-free digital songs 

We varied the level of the second factor, shared DRM, 
by 1ncluding attributes of the purchased music file that were 
more or less restrictive of the purchaser's ability to share the 
music with frends As with individual DRM, we based the 
present shared DRM factor on the existing 1Tunes DRM 
systems and terms of service, which do not explicitly allow 
a music file purchaser to share songs with others The 
absent shared DRM condition allowed people to share pur- 
chased songs with friends only by transferring them to their 
digital music players Thus, it 1s clear that other forms of 
sharing, such as uploading files on peer-to-peer networks or 
making copies from another copy of a digital file, would 
still be in violation of copyright laws As with individual 
DRM, we tested the external validity of the attributes asso- 
ciated with non-DRM music formats in interviews with 
experienced digital music users 


Data and Model Estimation 


To estimate the model, the 849 respondents were presented 
with the bid sets described previously We randomly pre- 
sented respondents within each condition with all five sets 
of bids 1n roughly equal numbers 

After cleaning the data and performing consistency 
checks, we were left with a sample of 827 respondents The 
22 deleted observations represented cases with obviously 
incorrect entries for age (12 cases) and inconsistent 
responses for the contingent valuation survey (10 cases), 


that 1s, when respondents filled out responses for both high 
and low bid values when they were supposed to enter 
responses for one or the other! To avoid a potential over- 
estimation of hardcore piracy, we further eliminated 11 
respondents who checked the box “I am not a music fan” as 
a reason for reporting a zero WTP It 1s likely that for these 
respondents, their unwillingness to pay any positive amount 
for a legally sold music file reflects that they derive no 
benefits from music consumption (as opposed to a procliv- 
ity for pirating the same file at zero price) This left us with 
a final sample of 816 respondents—58% were male, the 
average age was 197 years, 91% owned a portable music 
player, 44% attended concerts regularly, and 27% visited 
music stores regularly ? These statistics confirm that the 
surveyed population has a strong propensity to consume 
music-related products and digital music 1n particular 

To investigate whether changes in DRM policies affect 
the consumers’ propensity for piracy and the distribution of 
WTP for music downloads, we estimated the most general 
version of our empirical model, in which we used the 
pooled set of data from all conditions (816 observations), 
however, we allowed the model parameters to vary across 
conditions More specifically, we created the following 
dummy variables 


"D ndy = a dummy variable that takes the value of 0 1f indrvid- 
ual DRM conditions are absent and 1 1f individual DRM con- 
ditions are present 


Dara = a dummy variable that takes the value of O if shared 
DRM conditions are absent and 1 1f shared DRM conditions 
are present 


Of particular importance ıs that we allowed these variables 
to affect both the levels of piracy and the WTP distribution 
of the nonpirates Consequently, we estimated the following 
varying parameter Weibull model, in which F(y, DRM,) 1s 
the cumulative WTP distribution and y represents the bid 
sets 


(8) F(y, DRM,) = 1 - exp[~(yo + Y; DRM 


DRM DRM, 
+ PDRM dy) 900 * HOR Mas + DRMa] 


We modeled the probability of observing hardcore pirates 
as a logit function 


exp(Bo +B DRM prg + B DRM nav ) 


(9) p= 
1+ exp(By +B DRM pa + BDRM nav ) 


We estimated Equation 7 on the basis of the normal, lognor- 
mal, and Weibull distributions Using the Akaike informa- 
tion criterion, we found clear evidence in favor of the 


lOne potential drawback 1s the possibility of respondents 
anchoring their responses on the prevailing market prices, such as 
iTunes prices We have conducted studies of WTP for digital 
music since 2001, well before the launch of :Tunes, and our esti- 
mates have never been either consistently higher or lower than the 
current estimates This provides some evidence that the presence 
of anchoring 1s not systematically biasing our estimates 

2Reestimating the model by including the 22 deleted observa- 
tions had virtually no 1mpact on the magnitude of any of the esti- 
mated coefficients and did not change any of the results 
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Weibull model (AIC = 1700 01, 1368 26, and 1271 15 for 
the normal, lognormal, and Weibull, respectively) We also 
used several demographic and individual-level variables 
related to ethics, involvement, music ownership, and experi- 
ence with file-sharing services as covariates None of these 
had any impact on piracy, and for the sake of brevity, we do 
not report them here The main parameter estimates appear 
1n Table 1 

The results we obtained for Model 1 show that neither 
parameter associated with the individua] DRM dummy 
variable 1s significant Therefore, individual DRM cond:- 
tions (being able to reproduce downloaded songs on any 
player, to download multiple copies of the purchased songs 
for personal use, and to download files of different music 
quality) do not affect either the probability of being a hard- 
core pirate or the consumers’ WTP Conversely, shared 
DRM conditions (being able to share downloaded files with 
friends) have a statistically significant impact on both the 
levels of hardcore piracy and the distribution of WTP of the 
nonpirates This result 1s consistent with the results from 
our own survey, in which respondents directly declared that 
they attach a high level of importance to the ability to share 
music with friends (1n response to a seven-point importance 
scale 1tem, “You are allowed to share your songs with any 
number of your friends The songs can be streamed to your 
friends’ computer when they visit your page at the online 
store", the mean response was 5 23 [1 = “least 1mportant,” 
and 7 = “most 1mportant"], with 70% of the respondents 
checking the top three boxes, 53% checking the top two, 
and 35% checking the top box) 


TABLE 1 
Piracy Model Estimates: Study 1 

Parameter Variable Model 1 Model 2 
Bo Constant —1 779** —1 994** 

( 218) ( 166) 
Bo DRM shra 354* 458* 

( 176) ( 205) 
B4 DRM nay — 303 — 

( 207) — 
Yo Constant 1 608** 1 539** 

( 178) ( 123) 
Yi DRM shra 02 055 

( 173) ( 165) 
Y2 DRM nav — 095 — 

( 173) — 
Og Constant 1 721** 1 695** 

( 147) ( 110) 
04 DRM shra — 331* -— 320* 

( 143) ( 136) 
Oe DRM indv — 03 — 

( 136) — 
Number of observations 816 816 
*p« 05 
**p « 01 


Notes y represents the scale parameter of the Weibull distribution, 
and œ represents the shape parameter The cumulative 
distribution function of the Weibull is 1 — exp[—xy] and the 
mean of the distribution is y-/«T(1 + 1/0), where T(1 + 1/0) 
is the gamma function evaluated at (1 + 1/o) 
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Drawing on these results, we reestimated our model 
without including the individual DRM variable 3 The results 
(see Table 1) show that all but one of the parameter esti- 
mates are significant Specifically, the presence of shared 
DRM increases the likelihood of piracy and lowers WTP 
The parameter estimates translate to a decline of $ 06 per 
song relative to the absent shared DRM case and are statis- 
tically significant (z = 2 36, p < 02) Thus, Study 1 estab- 
lishes the deleterious impact of imposing shared DRM con- 
trols on consumer utility for digital songs To further 
evaluate the reliability of the main conclusions of this study 
and investigate their implications in terms of optimal DRM 
and pricing strategies 1n greater detail, we conducted a sec- 
ond study during fall 2008 


Study 2 


This study had two principal objectives First, we wanted to 
assess the extent to which our estimates vary when the 
model 1s applied to a different scenario regarding the good 
to be valued While Study 1 pertained only to favorite 
songs, in Study 2 we assessed consumers’ WTP and piracy 
potential both for favorite songs and for less preferred songs 
(described ın the questionnaire as “a song that 1s not your 
favorite, but still a song you would like to own") The con- 
ditional distribution of WTP would normally be expected to 
differ between favorite and nonfavorite songs However, 
given our definition of hardcore piracy, we expected that the 
piracy rate estimates would not differ significantly between 
the two types of songs In other words, although nonpirates 
must have a higher WTP for favorite songs than for nonfa- 
vorites, we expected hardcore pirates to exhibit the same 
(zero) WTP for both types of songs If this is true, ıt will 
represent an additional validation of our hardcore piracy 
measure 

Second, ıt could be argued that though the ability to 
share a song with a friend increases consumers’ WTP, this 
positive effect may be partially or even totally offset by a 
second-order (negative) effect resulting from the opportu- 
nity to legally copy the same song from a friend 4 In other 
words, a DRM-free environment may also increase the pos- 
sibility of obtaining songs from friends and possibly lower 
the sales and WTP for downloads As we mentioned previ- 
ously, in the absent shared DRM condition of Study 1, both 
the possibility of sharing a song with a friend and the possi- 
bility of getting it from a fmend were explained to the 
respondents More specifically, the scenario description was 
as follows “You are also allowed to share songs with any of 
your friends You can share your songs with your friends by 
transferring your songs to their digital music players Addi- 
tionally, your friends can share any songs they purchase by 
transferring their songs to your digital music player” There- 
fore, the measured impact of DRM removal on the distribu- 
tion of WIP would be expected to be the net effect of the 
two opposing forces described previously However, it 1s 


3We also included the interaction term between individual and 
shared DRM ın the model, but because 1t was not significant and 
did not affect the other estimates, we dropped ıt from the final 
model and do not report it 1n the table 

^We thank two anonymous reviewers for pointing out the possi- 
ble existence of this second-order effect 


possible that our scenario description in Study 1 did not 
make the possibility of copying the song for free (condi- 
tional on a friend having bought 1t) salient enough in the 
minds of respondents If this were the case, our model 
would overestimate the benefits of DRM removal To 
address this issue, we introduced three alternative condi- 
tions for the absent shared DRM factor These conditions 
differed in only one critical respect—namely, the likelihood 
that the respondents had a friend who had previously 
bought the song 

Thus, 1n the first condition (referred to as the “certain- 
opportunity-of-copying," or COC, condition), respondents 
were told that because one of their friends had already 
bought their favorite song, they were free to ask that friend 
to transfer that song to their own digital music player Sımı- 
larly, 1n the other two conditions, the respondents were told 
that (1) "there 1s a good chance that one of your friends 
has already bought the song" (“uncertain-opportunity-of- 
copying,” or UOC, condition) and (2) “none of your friends 
have your favorite song” (“no-opportunity-of-copying,” or 
NOC, condition) The details of the stimuli appear in the 
Appendix If the previously described second-order effect 
of DRM removal has a significant 1mpact on WTP, the 
parameters of the WTP distribution (y, &, and B) should 
vary significantly across these conditions 

In addition to these three absent shared DRM condi- 
tions, our between-subjects experimental design included a 
present shared DRM condition. The survey was adminis- 
tered to 1312 students, and the respondents were split about 
equally across all four conditions (324, 302, and 325 
respondents for COC, UOC, and NOC conditions, respec- 
tively, and 361 for the present shared DRM condition) 


Data and Model Estimation: Second-Order Effects 
of DRM Removal 


We started our analysis by estimating a model from only the 
three absent shared DRM conditions (951 observations) to 
specifically gauge the impact of the three opportunity-of- 
copying conditions on piracy and WTP More specifically, 
we included dummy variables associated with the COC and 
NOC conditions (Dcoc and Dyoc, respectively) and esti- 
mated parameters for both the favorite- and the nonfavorite- 
song scenarios These estimates appear 1n Table 2 

For the base scenario (favorite song), only one of the six 
dummy variable parameters is statistically significant The 
only significant parameter 1s the shape parameter of the 
conditional distribution of WTP pertaining to the NOC con- 
dition These estimates imply that though the piracy rates 
do not differ across the three conditions, the distribution of 
WTP for the NOC condition differs significantly from the 
WTP distribution for the UOC and COC conditions The 
parameter estimate translates to a $06 difference in WTP 
between NOC and UOC However, this difference 1s in the 
opposite direction of what would be expected if the second- 
order effect of DRM removal on WTP was significant, 
because it implies that the inability to copy a song from a 
friend actually lowers the mean WTP for a song (from $ 85 
to $ 79) Furthermore, none of the six parameters are sig- 
nificant for the nonfavorite-song scenario, implying that for 
these songs, there are no differences across conditions for 


TABLE 2 
Piracy Model Estimates: Study 2 (Impact of 
Opportunity-to-Copy Conditions) 


Parameter Variable Favorites Nonfavorites 
Bo Constant —2 544* —2 646" 
( 221) ( 231) 
Bo Dcoc 062 120 
( 304) ( 314) 
B4 Duoc — 293 — 382 
( 328) ( 351) 
'Yo Constant 958* 1 486" 
( 084) ( 118) 
Y1 Dcoc — 027 — 212 
( 117) (155) 
Yo DNoc 188 — 084 
( 124) ( 159) 
(tg Constant 1 724* 1 269* 
( 128) ( 090) 
04 Dcoc ~ 057 — 001 
( 178) ( 128) 
Oo DNoc — 442" — 035 
( 158) ( 123) 
Number of observations 951 951 
*p « 01 


both piracy and the conditional distribution of WTP Thus, it 
1s reasonable to conclude that our demand estimates are not 
subject to these second-order effects of shared DRM on 
piracy and WTP 


Piracy and WTP Estimates for Favorite and 
Nonfavorite Songs 


In comparing the results for favorites with nonfavorites, we 
find that though the significant parameter values of the con- 
ditional WTP distribution (y and o) differ markedly, the 
piracy parameters (B) are similar in both models, with the 
differences being statistically insignificant (z = 13, p= 66, 
and z= 18, p= 58, for COC and NOC conditions, respec- 
tively) These results provide strong evidence in support of 
our contention that though the WTP varies across different 
types of songs for nonhardcore pirates, 1t does not differ 
among hardcore pirates, who consistently refuse to pay a 
positive amount for any type of song That piracy rate esti- 
mates do not differ significantly across different types of 
songs also provides evidence 1n favor of validating our pro- 
posed method for estimating hardcore piracy 

Next, we estimated a model with the complete data set 
(1312 observations) 1n which we compare the pooled absent 
shared DRM conditions (across which no significant differ- 
ences were found) with the present shared DRM condition 
for both favorite and nonfavorite songs The model esti- 
mates appear in Table 3 The results show that all the 
parameters have the appropriate signs and that most of them 
are significant The model for favorite songs strongly rein- 
forces our findings of Study 1 

More specifically the presence of shared DRM 
increases piracy and reduces the mean WTP of nonpirates 
The estimated piracy rates are 6 8% for the absent shared 
DRM condition and 9 7% for the present shared DRM con- 
dition, while the (unconditional) mean WTP estimates are 
$ 83 and $ 69, respectively Both these differences are sta- 
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TABLE 3 
Piracy Model Estimates: Absent Versus Present 
Shared DHM Conditions 


Parameter Variable Favorites Nonfavorites 
Bo Constant —2 612** -2 716** 
( 128) ( 134) 
Bo DRManra 381* 201 
( 219) ( 241) 
'Yo Constant 1011** 1 383** 
( 049) ( 062) 
v4 DRM srra 262* 354** 
( 111) ( 144) 
XK Constant 1:518 ^ 1256'* 
( 064) ( 051) 
Oy DRM shrd — 047 — 115 
( 121) ( 094) 
Number of observations 1312 1312 
*p « 05 
**p « 01 


tistically significant (z = 1 74, p = 04, and z = 236, p = 
01) The results for nonfavorite songs are similar, though 
the parameter D, (related to the impact of DRM on piracy) 
is no longer significant Estimated piracy rates are 6 2% for 
the absent shared DRM and 7 5% for the present shared 
DRM conditions, respectively This difference is statisti- 
cally insignificant (z = 83, p = 21) Mean WTP estimates 
for these nonfavorite songs across the absent shared DRM 
and present shared DRM conditions were $ 67 and $ 54, a 
statistically significant difference (p < 01) Thus, we con- 
clude that the removal of shared DRM restrictions has the 
dual impact of lowering hardcore piracy and increasing 
WTP for digital music 


Validation of Hardcore Piracy Estimates 


We validated our estimates of hardcore piracy through three 
independent methods First, we conducted an independent 
survey of 102 students, who were explicitly asked if they 
would pay anything at all for downloading a song of their 
choice in the presence of DRM The results, which were 
consistent with the prior estimates of hardcore piracy, sug- 
gested that 11 6% of the respondents would not be willing 
to pay any price at all for downloads Second, as we 
reported in the previous section, hardcore piracy rates are 
robust across song types and did not differ for favonte and 
nonfavorite songs Third, to control for the possibility of 
respondents providing untruthful answers to prevent threats 
to their self-esteem or 1mage (socially desirable respond- 
ing), we used the randomized response model to estimate 
hardcore piracy 5 

The randomuzed response model 1s based on guarantee- 
ing the anonynuty of responses so that participants have no 
incentive to provide distorted responses to sensitive ques- 
tions (for a review, see De Jong, Pieters and Fox 2010) 
Although there are numerous variants of the randomized 
response model, the most efficient version asks respondents 
to answer the sensitive question using a coin toss without 
the outcome being observed by the interviewer Respon- 


5We are grateful to an anonymous reviewer for suggesting this 
validation technique 
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dents answer the sensitive question 1f the outcome of the 
toss is heads but are instructed to simply indicate “yes” or 
“no” (depending on whether the sensitive answer 1s the for- 
mer or latter) 1f the outcome 1s tails Because the interview- 
ers do not know the outcome, they have no way of knowing 
whether respondents’ answers were innocuous or based on 
the sensitive question This procedure then yields an esti- 
mate of the proportion of the sample that would respond 
truthfully 

Estimated on a sample of 145 students, this model 
yielded an estimate of 62% for favorite songs in the 
absence of DRM, which 1s simular to our model estimate of 
6 8% for the same condition (the details of this estimation 
procedure are available from the first author on request) 
Thus, we conclude that our hardcore piracy estimates (1) 
are robust and (2) do not suffer from socially desirable 
responding, which 1s also consistent with Sinha and Man- 
del’s (2008) findings that most college students do not 
believe that free downloading 1s wrong 1n any way 


Welfare Effects of DRM Removal and Optimal 
Industry Pricing 


Using the estimates 1n Table 3, we now analyze the effects 
of DRM removal on demand and optimal pricing. More 
specifically, to further analyze the 1mpact of DRM, we con- 
sider (1) the 1mpact of removing shared DRM at the cur- 
rently prevailing market price of $ 99 for most digital songs 
(e g , at the Apple 1Tunes store) and (2) the impact of simul- 
taneously removing DRM and adjusting prices to the opti- 
mal level for favorite songs 

We initially make these calculations under the assump- 
tion of a zero marginal cost of production (so that revenues 
are equivalent to producer surplus) because the music 
industry's cost structure 1s characterized by high fixed costs 
and low marginal costs For example, marketing a potential 
hit song may cost more than $100,000 (Vogel 2007) In 
contrast, the variable costs of distributing and selling an 
additional copy tend to be very low According to 1ndustry 
executives, the manufacturing and distribution costs of a 
CD amount to approximately $1 00 (10% of the price to 
retailers), which corresponds to approximately $ 10 per 
song With digital music, such costs are much lower 
because digital files can be produced and distributed over 
the Internet with virtually zero incremental costs There- 
fore, the zero marginal cost assumption appears to be rea- 
sonable However, to ensure that our results are not driven 
solely by this assumption, we relax 1t subsequently on the 
basis of an extensive cost analysis of the music 1ndustry In 
Table 4, we show how removing shared DRM would affect 
demand, revenue/profits, and consumer surplus under the 
current price policy of charging $ 99 per song 

Removing DRM, while keeping prices at current levels, 
increases producer revenue by approximately 34% and con- 
sumer surplus by 56% As a result, overall welfare rises by 
41% 

Based on the estimated demand curve, the revenue/ 
profit-maximizing price without DRM enforcement was 
$ 75 per song For each price point in the $ 01—$2 50 inter- 
val, we obtained demand levels (for both DRM-free and 
DRM-protected files) by multiplying the estimated piracy 


TABLE 4 
Effects of DRM Removal and Optimal Price Adjustment (per 100 Consumers) 


With DRM Without DRM Without DRM 


(P = $.99) (P = $ 99) 
(1) (2) 
Numbers of buyers/demand 258 34 4 
Revenue ($) 255 34 1 
Consumer surplus ($) 120 187 
Total welfare ($) 37 5 52 8 











% Variation 96 Variation % Variation 
(P = $.75) (2) - (1) (3) - (2) (3) — (1) 
(3) (1) (2) (1) 
48 7 +33 +42 +89 
36 4 434 +7 +43 
286 +56 +53 +138 
65 0 4-41 +23 +73 





rate by the estimated conditional probability of being will- 
ing to pay that price We obtained total revenue by multi- 
plying price by quantity demanded and selecting the price 
point with the highest revenue/profit Table 4 also reports 
the welfare effects of an optimal price adjustment Not sur- 
prisingly, the results suggest that a price reduction from 
$ 99 to $ 75 has a large positive impact on demand and con- 
sumer welfare (approximately 53%) In addition, despite 
the price decrease of 24%, revenues increased by 7% 

When we considered the joint effect of removing shared 
DRM and lowering prices (1e , when we move from DRM- 
enabled songs priced at $ 99 to DRM-free songs priced at 
$ 75), both producers and consumers experienced large 
welfare gains (43% and 140%, respectively), resulting 1n a 
74% increase 1n total welfare (from $29 to $36 per 100 con- 
sumers) Thus, our research provides strong preliminary 
evidence that a simultaneous strategy of DRM removal and 
price reduction is beneficial for both music consumers and 
producers 

The welfare analysis applies to the favorite-song sce- 
nano Because of space l:mitations, we do not present the 
corresponding results for the nonfavorite-song scenario in 
detail However, the estimated welfare effects of DRM 
removal and optimal price adjustment are similar to those of 
the favorite-song case In short, DRM removal increases 
revenue, consumer surplus, and welfare by 57%, 44%, and 
48%, respectively, while an optimal price reduction affects 
the same variables by 88%, 15%, and 40% The consumer 
and welfare benefits of a price reduction are higher in this 
case because, as would be expected, the optimal price for 
nonfavorite DRM-free songs ($ 65 per song) 1s lower than 
the optimal price for favorites ($ 75 per song) 


Nonzero Marginal Costs 


In the previous section, we assumed zero marginal costs of 
producing/selling an additional music file However, this 
assumption may be challenged because the complexity and 
variety of some contractual arrangements prevailing in the 
industry leave the nature of some cost components unclear 
For example, the deals among artists, producers, and record 
labels can be structured in a wide variety of ways, some of 
which translate into variable costs for the industry More 
specifically, the available information on record label and 
music store costs indicates that cost categories, such as the 
mechanical license to songwriters, the royalties paid to pro- 
ducers and artists, and the payments to the musicians union, 
tend to vary with the number of units sold According to the 
estimates reported in Table 5, those cost components add up 
to approximately $ 155 per song 


Even 1f we assume that half the music store costs are 
variable (surely an overestimate), we obtain a marginal cost 
estimate of approximately $ 20 per unit sold We take this 
figure as an upper estimate of the true marginal cost and use 
it to investigate the extent to which the results depend on 
the zero marginal cost assumption 

First, the profit maximizing prices increase from $ 65 to 
$ 80 and from $ 75 to $ 89 (for DRM-encoded and DRM- 
free files, respectively) but still stay well below the current 
price of $99 According to our estimates, only a marginal 
cost above $ 30 would justify a $ 99 price Second, the wel- 
fare gains from optimal price adjustment are significantly 
smaller In particular, the gain to producers 1s almost non- 
existent (1%), which compares with 7% for the zero mar- 
ginal cost case However, the welfare gains from DRM 
removal remain unchanged at approximately 40% (resulting 
from a 56% gain to consumers and a 34% gain for the 
industry) For nonfavorite songs, the impacts of assuming a 
positive marginal cost are again simular, and for the sake of 
brevity, we do not report them here Considering the upper- 
bound marginal cost estimate of $ 20 leads to an optimal 
price of approximately $ 80 per DRM-free song A sum- 
mary of the results appears 1n Figure 2, 1n which we decom- 
pose the variations into the following effects (1) DRM 


TABLE 5 
Average Costs of Digital Music Production and 
Marketing 
Cost per Unit 76 
or per Song of Consumer 
Heleased (US$) Price 
Record Label Costs 
Production costa 200,000 — 
Marketing costa 100,000 — 
Artist royaltyb 045 45 
Producer royaltyb 015 15 
Mechanical license 
to songwriters¢ 091 92 
Musicians’ union? 004 4 
Digital Music Store Costs 
Tech and content costsd 05 55 
General and administratived 02 16 
Marketing costsd 02 24 


aFixed release cost (estimate per release) 
bNormally based on a percentage of retail price 
cFixed per unit amount 
dMostly fixed except for large changes in volume (stair-step 
function) 
Sources Based on estimates from Christman (2008) and Vogel 
(2007) 
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FIGURE 2 
Effects of DRM Removal and Price Adjustments 


A: Effects on Consumer Welfare, Favorite Songs 
(in $US per 100 Consumers) 





DRM =1,P= 99 DRM =0,P = 99 DRM = 1, P = P*(0) 


B: Effects on Producer Profits, Favorite Songs 
(in $US per 100 Consumers) 
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DRM =1,P= 99 


DRM =0,P = 99 DRM =1, P = P*(0) 


Notes P*(0) is the estimated optimal song price in the absence of 
shared DRM 


removal and (2) optimal price adjustment without shared 
DRM 

In short, posttive marginal costs bring optimal prices 
closer to current prices and reduce the welfare gains from 
optimal price adjustments, while maintaining the welfare 
gains from DRM removal However, the crucial point 1s that 
the main conclusions of our analysis remain valid, and the 
sign of the main price and welfare effects remains unaf- 
fected, even when we consider upper-level or ceiling esti- 
mates of marginal costs 


Why Do Consumers Value DRM-Free Songs? 


The estimated positive impact of eliminating DRM suggests 
that the potential benefits we discussed previously (particu- 
larly the benefits from social network effects) play an 
important role in the market for digital music This value 
enhancement process can also be complemented by the 
elimination of a psychological phenomenon known as reac- 
tance Reactance theory (Brehm 1966) considers how 
people react when their personal freedoms are reduced, 
threatened, or eliminated (Clee and Wicklund 1980, Lessne 
and Venkatesan 2006, Thomas, Donnell, and Buboltz 
2001) Reactance often manifests through direct engage- 
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ment 1n behaviors that are prohibited or curtailed and the 
exhibition of aggression toward the offending agents 
(Thomas, Donnell, and Buboltz 2001) As evidence of this 
potential effect, a DRM provider to the music industry has 
recently cited reactance as the rationale for its new DRM 
approach © Thus, it 1s reasonable to hypothesize that DRM 
restrictions have the dual effect of reducing consumers’ util- 
ity for legally bought music and increasing reactance 
among consumers who value the social network benefits of 
sharing music, leading many of them to develop negative 
attitudes toward the industry and possibly also engaging ın 
exactly the type of behavior that DRM tries to prevent (1e, 
piracy) 

To obtain some evidence for this phenomenon, we 
queried the respondents ın Study 2 about why ıt was so 
important to share their music with friends. Of the sample, 
38% signaled a “reactance mode” by choosing the option 
“Once I purchase music I should be free to do what I wish 
with it, including sharing it with my friends” instead of 
“Being able to share my favorite music with my friends 
gives me pleasure” Furthermore, our data show that the 
reactance mode tends to be approximately 5% higher 
among respondents who use peer-to-peer services fre- 
quently (pirates) These exploratory results appear to con- 
firm that the elimination of DRM has the additional benefit 
of further mitigating the negative consequences of con- 
sumer reactance 

Furthermore, the results suggest that the potential loss 
in sales on account of sharing songs (the second-order 
effect) is not significant This should not be particularly sur- 
prising, because despite putting DRM restrictions on digital 
music files, the music industry was making billions of 
totally unprotected songs available to consumers through 
the sales of CDs (Jobs 2007) The lack of this second-order 
effect also suggests that under certain circumstances, many 
consumers will prefer to pay for a product they can some- 
times get for free There are some theoretical explanations 
for such a phenomenon, including evidence from the eco- 
nomics literature that people take fairness and reciprocity 
considerations into account rather than just pursuing their 
own material self-interest (Bolton and Ockenfels 2000, 
Fehr and Schmidt 1999, Rabin 1993) Therefore, to the 
extent that 1t 1s perceived as a fair outcome, the removal of 
DRM may cause consumers to reciprocate by increasing 
their WTP for songs and by reducing their likelihood of 
copying them Real-life examples, such as the recent use of 
the pay-what-you-want pricing model in the gastronomy 
and hotel industries (Kim et al 2009) and the sales success 
of Radiohead’s album In Rainbows, also provide support for 
this notion Finally, the elimination of psychological reac- 
tance may be another explanatory factor 


6The CEO of Intertrust Technologies 1s developing new forms 
of DRM that allow for sharing 1n groups, such as families, because 
he believes that current DRM systems are “bizarre, almost esoteric 
kinds of ways of [tying] the consumer to the device,” which “dn- 
ves the consumer into the hands of the pirate” (see Bulley 2009) 
This sentiment is also captured in the cartoon in Figure 1 


General Discussion and 
Implications 


Summary and Managerial Implications of Results 


Protecting intellectual property through DRM has been an 
important tool for the music industry However, 1t seems 
equally important to ensure that DRM does not reduce the 
value of online music to otherwise legitimate consumers 
through overly restrictive service terms Tristan Nitot, the 
president of Mozilla Europe, expressed the following senti- 
ment regarding consumers and digital music "So if it 
becomes more painful for a legitimate customer to use a 
product than it 1s for the pirates, then that's a problem" 
(Butcher 2007) This statement represents the two edges of 
the DRM sword One edge of the sword 1s dull, 1n that 
DRM has not yet been shown to be an effective tool to com- 
bat music piracy Even technologists have proclaimed “that 
given the current and foreseeable state of technology, the 
content protection features of DRM are not effective at 
combating piracy" (Haber et al 2003, p 566) The other 
edge of the sword 1s sharp, given the strong effects of DRM 
on many legitimate purchasers’ utility functions 

In this article, we assessed the 1mpact of DRM removal 
on piracy as well as consumer and producer welfare We 
conducted two studies rooted in a conceptualization of 
piracy based on consumers’ WTP, both of which led to the 
conclusion that removing DRM may lower hardcore piracy 
and increase consumers’ WTP for legally sold digital music 
The results indicate that DRM 1s not a control mechanism 
that 1s 1ndependent of consumer preferences but rather an 
important product attribute that consumers include 1n their 
evaluation of online music products Specifically, we find 
that the recent trend toward reducing DRM controls may 
actually 1ncrease overall revenues for digital music while 
reducing the number of consumers that might be classified 
as hardcore pirates A key implications of our findings 1s 
that regardless of the specific effects, consumers include the 
control mechanisms that DRM imposes on digital music not 
only in their valuation decisions but also 1n their decisions 
to become “nonpaying” consumers Consequently, the pre- 
ceding results and discussion of DRM removal add to the 
managerial logic that pursuing a pure DRM-free or signifi- 
cantly relaxed DRM strategy may be optimal Finally, we 
found that reductions in prices for music that 1s popular 
among college students may be beneficial for both con- 
sumers and producers There 1s already some evidence that 
the industry 1s beginning to move 1n this direction In Janu- 
ary 2009, 1n an announcement heralding a new strategic 
direction for 1Tunes, both Apple CEO Steve Jobs and vice 
president Phil Schiller announced that back-catalog and less 
popular songs would be available for $ 69, a pricing scheme 
that ıs remarkably similar to our recommended price of $ 65 
for less popular songs 1n the absent shared DRM condition 


Limitations and Directions for Further Research 


A potential limitation. of this research 1s that we collected 
our data almost entirely from college students, so the results 
may not be generalizable to the entire market for music 
downloads Further research that includes a more represen- 


tative sample of the entire consumer market for digital 
music may help draw more defimte conclusions about the 
industry’s optimal pricing and DRM policies However, 1t 1s 
worth noting that the available survey data show not just 
that the demographics of music downloaders closely resem- 
ble that of our sample but also that a significant proportion 
of pirates belong to the student population 7 In addition, 
according to the RIAA, students were the worst offenders 
“We know that piracy 1s most acute on campuses Students 
have high-speed access, and have more time than money" 
(Clark 2007) This 1s echoed by Oberholzer and Strumpf 
(2007), who believe that most downloading 1s done over 
peer-to-peer networks by teenagers and college students, 
groups that are "money poor but tume rich" To provide 
additional support for the existing notion that piracy may 
not be a major 1ssue outside the college student population, 
we use evidence from data we had collected previously from 
a small sample of 141 music consumers 1n an executive- 
MBA class These consumers were midlevel executives, and 
our hardcore piracy estimate for this sample (for a DRM- 
encoded song) was only 12% Although we have no evi- 
dence of how this estimate would change 1n the absence of 
DRM, ıt 1s reasonable to assume that at the very least, the 
piracy rates for this population would not increase dramati- 
cally without DRM Thus, although we do not claim that 
our results can be generalized to the entire population of 
music consumers, we believe that our estimates of the wel- 
fare effects of removing DRM are based on an appropriate 
sample of likely pirates 

In addition, because our research specifically examined 
the market for digital music, a key question 1s whether our 
results can be generalized to other digital products Other 
major digital goods, such as movies and software, have the 
same basic characteristics as digital music (nonrivalness, 
partial nonexcludability, and marginal variable costs) How- 
ever, the factors that determine the benefits and costs of 
DRM for music may affect these industries differently, 
because other factors that are irrelevant for music may play 
a major role for other products Table 6 summarizes the dif- 
ferential nature of these effects 


TFor example, the National Record Buyers Surveys of 2003 
indicates that 5595-6046 of the consumers below age 25 are music 
downloaders, this percentage drops to 32% and 16% ın the 25-34 
and 35—44 age groups, respectively 


TABLE 6 
Comparison of the Benefits of DRM Removal for 
Major Digital Products 


Music Movies Software 


Copy controi/quality differential (——) (-) (-) 
Elimination of restrictions to 


product usage 4 (+) (+) 
Conventional network effects — (0) (0) (++) 
Social network effects (++) (+) (0) 
Sampling/information 

externalities (+) (0) (0) 
Indirect appropriability (0) (0) (+) 


Notes (——) implies a significant negative impact, (—) implies a 
negative impact, (0) implies no impact, (+) implies a positive 
impact, and (++) implies a significant positive impact 
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Regarding the potential costs (negative benefits) of 
DRM removal, the 1mposition of technological barriers on 
file duplication can be regarded as a tool for increasing the 
differential between the quality of original files and that of 
the pirated copies It does so by reducing the quality of the 
latter but at the cost of reducing the value of the former 
because of the restrictions it 1mposes on the use of originals 
(Sundararajan 2004) Because in the absence of DRM pro- 
tection the quality differential between originals and copies 
tends to be more significant for software and movies, from 
this perspective, DRM removal can be regarded as a more 
serious threat for the music business than for those products 8 

Regarding the benefits of DRM removal, prior research 
(Conner and Rumelt 1991, Shy and Thisse 1999, Takeyama 
1994) has demonstrated that 1n the presence of conventional 
network externalities, firms may actually benefit from toler- 
ating piracy Although these effects are strong for software 
(Conner and Rumelt 1991, Gayer and Shy 2003), they tend 
to be much less important for music and movies (Bauckage 
2003) The capacity to indirectly appropriate the consumer 
benefits of piracy through price discrimination is also 
known to be higher for software than for music (Pertz and 
Waelbroeck 2006a) Conversely, music 1s the sector in 
which consumers benefit the most from social network 
effects and from the information externalities that piracy 
generates through sampling (Gayer and Shy 2003, Peitz and 
Waelbroeck 2006a) 

Thus, 1n the absence of further empirical evidence, it 1s 
difficult to argue that removing DRM and reducing product 
prices 1s an optimal strategy for the producers of all digital 
goods However, 1f, as 1s frequently argued, DRM ıs highly 
ineffective 1n curbing all forms of digital piracy, it may well 
be that other industries would also benefit from removing 
technology-based protection How DRM affects the inter- 
related concepts of piracy, price, consumer purchasing, and 
overall producer welfare in other digital products is a 
worthwhile question for further research 


Appendix 
Description of the DRM-Free/COC 
Condition 


This survey is being used to assist 1n the development of a 
new online music store This store will be launched as an 
alternative to peer-to-peer file sharing services such as Bit- 
Torrent, Gnutella, eMule, KaZaA, or Limewire, which 
many consumers use today 


8In the case of software, the quality differential 1s mainly due to 
the value users place on manuals and online support, while ın the 
case of movies, 1t arises from the limitations of pirated files and 
from the time and inconvenience costs of pirating 


To determine the best set of products and services for 
this new online music store, we would like to know how 
much money you are willing to spend at this store for a 
single song The individual song purchase price for the new 
store 1s not yet determined When you are thinking about 
purchasing this single song, consider a situation where you 
are purchasing your favorite song from your favorite 
artist One way to think about the price of a song 1s to con- 
sider the description of the store’s offering relative to what 
you would most like when purchasing a song online For 
example, if the store has some features you really like, you 
may wish to pay more for an online song Likewise, if the 
store has some features you do not like, you may wish to 
pay less 

The following bullet points represent a summary of the 
online store’s products and services [these were shown as a 
PowerPoint presentation, and respondents were given time 
to seek clarifications] 


* You have the option to download multiple, different qualit 
sound files (for example, higher sample rates—256kbps 
instead of 128kbps) 


* You are able to use any music software to play back songs 
(for example, iTunes, WinAmp, etc ) 

* You are allowed to download multiple file formats that can 
be used in any music player (for example, 1Pods, iRiver, 
Sony, Samsung, or Rio Forge), cell phone, and other devices 


* You are allowed to share songs with any of your friends by 
transferring 1t to their digital music players 

* There 1s no limit to the number of songs that you can share 
with your friends by transferring them to their digital music 
players 


¢ Similarly, your friends can share any of their purchased 
songs with you In the case of the favorite song, you know 


that one of your friends has already bought the song at 
the same store, so you could ask him/her to transfer the song 
to your digital music player 


For the other two conditions, the last bullet was changed to 
read 


* Uncertain opportunity of copying condition (UOC) Simi- 


larly, your friends can share any of their purchased songs 
with you In the case of the favorite song, there 1s a good 


chance that one of your friends has already bought the 
song at the same store If that turns out to be the case, you 
could ask him/her to transfer the song to your digital music 
player 

* No opportunity of copying condition (NOC) Similarly, your 
friends can share any of their purchased songs with you 
However, since none of your friends have your favorite 


song, you will not be able to obtain 1t from them 1n order to 
transfer 1t to your player for free 


Similarly we changed the first five bullets to reflect the 
enforcement of DRM 1n the DRM-on condition 
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Customer Reactions to Service 
Separation 


Recent research suggests that inseparability is not a universal distinguishing characteristic of services and that the 
consumption of many services is or can be separated from their production This research defines service 
separation as customers' absence from service production, which denotes the spatial separation between service 
production and consumption In a series of qualitative and quantitative studies across different services, the authors 
examine customer reactions to service separation The results indicate that service separation increases 
customers’ perceptions of not only access convenience and benefit convenience but also performance risk and 
psychological risk Furthermore, these effects differ across services Specifically, relative to experience services, 
for credence services, the effects of separation on service convenience are mitigated, and the effects on perceived 
risk are magnified Subsequently, the convenience and risk perceptions induced by service separation can 
influence customers’ purchase decisions and postexperience evaluations Customers prefer separation for 
experience services and when they have an established relationship with the service provider Finally, the authors 
discuss the theoretical contributions and managerial implications and offer directions for further research 


Keywords service separation, inseparability, service convenience, perceived risk, perceived value 


n distinguishing services from goods, many researchers unseparated because the customer is physically involved and 
[s services on the basis of 1ntangibility, hetero- consumes the service as it 1s being produced In contrast, 

geneity, inseparability, and perishability, which collec- after a customer drops off a malfunctioning laptop computer 
tively form the IHIP paradigm that has legitimized the field at a retail repair site, repair 1s performed 1n his or her absence 
for more than two decades (Grove, Fisk, and John 2003, Thus, this service 1s separated ın the sense of the spatial 
Zeithaml, Parasuraman, and Berry 1985) More recently, decoupling between its production and its consumption 
however, some scholars have begun to question the validity In line with our observations, Betancourt and Gautschi 
and relevance of this received wisdom For example, Vargo (2001) claim that production and consumption of a service 
and Lusch (2004) contend that [HIP are remnants of the can be joined or separated along two dimensions time and 
goods-based marketing model and lead to inappropriate space For example, “A live prize fight that may be viewed 
normative strategies for service marketers Drawing on in a specific geographic region only 1n studios connected to 
anecdotal evidence, Lovelock and Gummesson (2004) also the fight arena by closed circuit [television] joins produc- 
demonstrate that the IHIP paradigm fails to effectively and tion, consumption, and distribution of the event 1n time, and 
universally distinguish services from goods joins consumption and distribution 1n space while keeping 

The current research focuses on one service characteris- production separate ın this dimension" (Betancourt and 
tic—4nseparability, which means that production and con- Gautschi 2001, p 166) Similarly, Lovelock and Gummes- 


sumption of a service take place simultaneously, often in 
the presence of the customer who views and may even take 
part in the service production process (Zeithaml and Bitner 
2003) Despite its importance, service inseparability 1s not 
well understood ın the literature Consider the following 
contrasting examples When a customer visits a spa, he or 
she relaxes and unwinds during a massage This service 1s 


son (2004, p 29) assert that “there 1s a large group of sepa- 
rable services that do not involve the customer directly, with 
the result that production and consumption need not be 
simultaneous ” Examples include freight transportation, dry 
cleaning, and routine maintenance on a wide array of equip- 
ment and facilities, in which the customers are absent dur- 
ing service production 

a ee Despite the separability claim for some services, previ- 
Hean Tat Keh is an associate professor (e-mail htkeh@gsm pku edu cn), ous research has neither elaborated on nor empirically 
and Jun Pang is a doctoral candidate in Marketing (e-mail pangjun@ examined its implications for customers Consider the 
gsm pku edu cn), Department of Marketing, Guanghua School of Man- banking service of making an account transfer Customers 


agement, Peking University The order of authorship is alphabetical The 
authors are grateful to seminar participants at Peking University, Nanjing can obtain the service either at the counter of a bank branch 


University, Shanghai University of Finance and Economics, and Korea (1e, unseparated mode) or through telephone banking at 
University for their helpful feedback In addition, the authors thank the home (1e, separated mode) Will customers react to these 
three anonymous JM reviewers, the late Christopher Lovelock, Dawn two delivery modes differently? Which one will they prefer 
lacobucci, and Gangseog Ryu for their encouragement and suggestions and why? Unfortunately, the extant literature does not pro- 
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tomers (cf Lovelock and Gummesson 2004, Vargo and 
Lusch 2004) 

In addressing this void, the current research attempts to 
answer two questions (1) What are the benefits and down- 
sides of service separation to customers? and (2) How do 
customers' reactions to service separation affect their pur- 
chase decisions and postexperience evaluations? In this 
research, we define service separation as customers' 
absence from service production Specifically, our defini- 
tion of separation hinges on the spatial decoupling between 
service production and consumption This conceptualiza- 
tion 1s consistent with Lovelock and Gummesson’s (2004) 
observations of separable services and reflects Betancourt and 
Gautschi's (2001) spatial dimension of service separation 

To the best of our knowledge, this research 1s the first to 
empirically investigate service separation and its effects on 
customer reactions The findings contribute to a better 
understanding of how the delivery mode of services can 
influence customer perceptions and behaviors and provide 
empirical evidence of the marketing value of service separa- 
tion. Beyond their theoretical contributions, the findings can 
also help service providers design the appropriate mode of 
service delivery Thus, this research has major implications 
for both marketing literature and managerial practice 


Theoretical Background 


Inseparability has long been considered an 1mportant defin- 
ing characteristic of services As opposed to goods, which 
are usually produced first and then sold and consumed, 
"most services are sold first and then produced and con- 
sumed simultaneously" (Zeithaml and Bitner 2003, p 21) 
Service inseparability also implies that customers are pre- 
sent while the service is being produced and are often 
involved in the production process by interacting with the 
employees and other customers (Bitner et al 1997, Kelley, 
Donnelly, and Skinner 1990) 

Although inseparability ıs typically presented as 
received wisdom 1n the literature, 1ts generalizability to all 
services has not been empirically validated (Lovelock and 
Gummesson 2004) Given the rapid development and inno- 
vation of the service sector ın modern economies, it 
behooves service scholars to reexamine the nature of ser- 
vices and question the tenability of inseparability (Grove, 
Fisk, and John 2003) In a systematic analysis of the separa- 


tion of service production, distribution, and consumption, 
Betancourt and Gautschi (2001) demonstrate that service 
inseparability 1s neither a necessary nor a sufficient condi- 
tion to distinguish services from tangible products In the 
same vein, Lovelock and Gummesson (2004) adopt Love- 
lock’s (1983) classification of services and conclude that 
only one category of services—physical acts to customers’ 
bodies—is inseparable In each of the other three cate- 
gories, consumption can be separated from production, 1f so 
desired, and designed into the system (see Table 1) 

Although the arguments and examples presented here 
establish that numerous services are indeed separated, in the 
sense that customers are absent during service production, 
controversy remains on the value of service separation to 
customers The proponents contend that separated services 
can benefit customers by allowing a professional to do the 
job better than they could themselves, thus saving time and 
effort (Lovelock and Gummesson 2004) However, the 
opponents argue that service separation limits marketability 
and 1s undesirable because offerings produced without cus- 
tomer involvement are at a disadvantage (Vargo and Lusch 
2004) To resolve this debate, 1t 1s 1mperative to empirically 
investigate customer reactions to service separation and the 
subsequent effects on purchase decisions and postexperi- 
ence evaluations 

Drawing on the classification of services shown 1n Table 
1, we examine separation for two types of services—non- 
physical acts to customers' minds and 1nformation process- 
ing—for the following reasons First, services on physical 
acts to customers’ bodies, such as hairstyling and dental 
surgery, are 1nseparable by nature, meaning that separation 
of production and consumption 1s impossible Second, for 
services on physical acts to owned objects, such as dry 
cleaning, automobile repair, and freight transportation, cus- 
tomers purchase them intentionally to avoid involving 
themselves 1n these tasks In other words, these services are 
inherently separated and, ın general, are produced only in 
the absence of customers As such, these two types of ser- 
vices (1e , intrinsically inseparable and intrinsically sepa- 
rated) fall beyond the scope of our 1nvestigation Finally, 
services involving nonphysical acts to customers’ minds 
and information processing can be performed both sepa- 
rately and inseparately, which enables us to compare cus- 
tomer reactions across these two modes of service delivery 


TABLE 1 
Service Separation in Different Service Categories 


Physical Acts to 
Customers' Bodies 


Physical Acts to 
Owned Objects 


Nonphysical Acts to 
Customers’ Minds 


Processing of 
information 


Exemplars «Passenger transport — *Freight transport eEntertainment «Internet banking 
«Lodging *Repair/maintenance— «eNews Accounting 
*Health care *Warehousing «Education «Insurance 
Beauty salons eLaundry and cleaning «Consulting «Research 

Inseparability Yes No—customer Only when Many exceptions— 


usually absent 
during production 


Notes Adapted from Lovelock and Gummesson (2004) 
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customers often 
absent during 
production 


performance !s 
delivered “live” 


and allows service providers the flexibility of designing and 
choosing either or both service delivery modes Therefore, 
focusing on these two types of services 1s both theoretically 
meaningful and managerially relevant 


A Qualitative Study 


To explore customer reactions to service separation—a topic 
on which relatively little had been. documented— we first 
conducted in-depth interviews This form of unstructured, 
direct, and personal method 1s particularly helpful for glean- 
ing customer perceptions of service separation (Malhotra 
2007) Four well-trained researchers conducted in-depth 
interviews in Beijing from September 2006 to February 
2007, during which they collected data over three rounds 
until they obtained no new information of interest The first 
round of interviews yielded 30 responses, the second round 
yielded 15 responses, and the final round yielded 9 responses 
Of the 54 interviewees, 667% were male Their ages 
ranged from 20 to 55 years, with a mean of 33 15 years and 
a median of 30 years In terms of education, 14 8196 had a 
high school education or lower, 53 70% had a bachelor’s 
degree, 27 78% had a master's degree, and the rest had a 
doctoral degree The interviewees came from a wide range 
of socioeconomic backgrounds, and their annual incomes 
ranged from RMB48,000 to RMB600,000 ! 

Each interviewer randomly approached strangers in 
fast-food restaurants, cafés, or airport lounges and invited 
them to participate ın a face-to-face interview about their 
service experiences The whole process comprised three 
stages In the first stage, the researcher held an informal 
conversation with the respondent to break the ice In the 
second stage, the researcher gradually transitioned the dis- 
cussion to service experiences, introducing the concept of 
service separation and asking the respondent to list some 
separated services based on the definition provided In the 
third stage, the respondent was asked to recall a familiar 
service that could be delivered both separately and insepa- 
rately, to describe his or her experiences with both delivery 
modes, to compare their pros and cons, and finally to 1ndi- 
cate the conditions under which he or she would prefer the 
separated mode Each interview was recorded and lasted 
from one to one-and-a-half hours At the end, the respon- 
dents were each given a token of appreciation for their par- 
ticipation and were debriefed and dismissed 

Two marketing doctoral students who were unaware of 
the research purpose transcribed the recordings and con- 
ducted content analysis From the interviewees’ responses, 
we found that customers viewed many services as sepa- 
rated The most frequently cited separated services included 
calling for food delivery (e g , the order 1s received and the 
food is produced at the restaurant, while the customer 
enjoys the meal at his or her residence or workplace) (N = 
13), repair services (e g , restoration of computers, automo- 
biles, and furniture 1s produced in the absence of the cus- 
tomer) (N = 12), online shopping (e g , Web design, product 
assortment, order fulfillment, and payment processing are 
produced by the online retatler’s back office, while the cus- 


IUS$1 = RMB6 831 (August 2009) 


tomer can consume these services from anyplace with an 
Internet connection) (N = 10), and telephone banking (e g, 
the services of balance checking, account transfer, and bill 
payment are produced without the customer needing to visit 
the bank physically) (N = 9) 

In comparing the separated and unseparated service 
delivery modes, the two raters categorized respondents' 
thoughts into four groups along two dimensions (1) advan- 
tages versus disadvantages and (2) general across services 
versus specific to certain services The interrater reliability 
was 93, and discrepancies were resolved through discus- 
sions The results showed that most of the respondents 
believed that, for services 1n general, the separated mode 
was superior to the unseparated mode in terms of effort and 
time savings when accessing and completing the service 
and 1n terms of choosing the service time and place How- 
ever, the separated mode increased the risk of service fail- 
ure and anxiety 1n using the service 

For some specific services, the favorable aspects of the 
separated mode included lower price (eg, online ticket 
agency) and higher-quality service (e g , online shopping), 
while its drawbacks included reduced interaction with the 
service employee (e g , online language training), delayed 
service recovery (e g , calling for food delivery), and a lum- 
1ted set of service options (e g , telephone banking) Table 2 
summarizes the major advantages and disadvantages of sep- 
arated services and the representative statements from the 
1n-depth interviews 

Furthermore, the content analysis revealed that cus- 
tomers' preference for service separation was dependent on 
time constraint (N = 50) (eg , “When I have little time to 
spare, I would go shopping online") and length of relation- 
ship with the service provider (N = 21) (eg, "If I have an 
established relationship with the bank and trust its service 
quality, I will not hesitate to use 1ts telephone banking ser- 
vice") In conclusion, this qualitative study confirmed the 
existence of separated services from the customer's per- 
spective and shed preliminary insights into customer reac- 
tions to service separation 


Hypotheses Development 


On the basis of the findings of the qualitative study, we 
abstracted service convenience and perceived risk to reflect 
customers' positive and negative reactions to service separa- 
tion, respectively Next, we review the relevant literature 
and develop testable hypotheses 


The Effects of Separation on Service 
Convenience 


As Table 2 shows, service convenience 1s related to cus- 
tomers' time and effort perceptions when buying or using a 
service and can influence customer satisfaction and behav- 
10ral intentions (Berry, Seiders, and Grewal 2002, Seiders et 
al 2007) Building on prior research (eg, Kelley 1958), 
Berry, Seiders, and Grewal (2002) propose that service con- 
venience is a multidimensional construct consisting of dect- 
sion, access, transaction, benefit, and postbenefit conve- 
niences, which reflect customers’ perceived time and effort 
expenditure ın making purchase decisions (eg, deciding 
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which restaurant to patronize), reaching the service provider 
and requesting the service (e g , placing the food order at 
the restaurant), securing the right to use the service (eg, 
paying by cash), experiencing the service’s core benefit 
(1e, enjoying the food), and reinitiating contact with the 
service provider after obtaining the benefit (e g , complain- 
ing to the restaurant), respectively 

Berry, Seiders, and Grewal (2002) further suggest that 
customers’ perceived convenience 1s determined by service 
characteristics such as consequentiality and inseparability, 
which can influence customer evaluations of satisfaction, 
service quality, and fairness Subsequently, Seiders and col- 
leagues (2007) develop the SERVCON scale to measure 
and validate this five-dimensional construct 1n retailing and 
identify 1ts antecedents and effects on customer satisfaction 
and behavioral intention for each type of convenience 

Along this line, the current research examines how ser- 
vice separation affects access convenience and benefit con- 
venience Access convenience 1s critical because nothing 
will happen until customers get 1n touch with the service 
provider It 1s determined by the service’s physical location, 
operating hours, and remote contact options (Berry, Seiders, 
and Grewal 2002) Service separation has obvious implica- 
tions on access convenience For unseparated services, cus- 
tomers must visit the “service factory” 1n person, whereas 
for separated services, customers can gain access remotely 
through the Internet, telephone, or other means As such, 
the different delivery modes entail customers expending 
varying amounts of time and effort to reach the service 
provider, which will influence their perceptions of access 
convenience 

Benefit convenience 1s related to the time and effort cus- 
tomers expend on the service experience, which plays the 
most significant role 1n customer evaluation (Berry, Seiders, 
and Grewal 2002) Service separation has a direct bearing 
on benefit convenience because 1t determines the way cus- 
tomers obtain the service benefit, including their participa- 
tion in service production and their interactions with service 
employees and other customers All these activities require 
the exertion of time and effort Therefore, customers will 
perceive different levels of benefit convenience across sepa- 
rated versus unseparated services 

We omut the other three forms of convenience for the 
following reasons (1) Decision convenience is salient 
before actual service exchange and is determined by the 
availability and quality of information about the service 
provider and its competitors, (2) transaction convenience 
focuses strictly on the actions customers must take to pay 
for the service, and (3) postbenefit convenience 1s assessed 
only when the customer needs to reestablish contact with 
the service provider as a result of service failure and recov- 
ery (Berry, Seiders, and Grewal 2002) These three types of 
convenience do not directly pertain to the activities of service 
production and consumption Thus, we study only the effects 
of service separation on access and benefit conveniences 

With the exception of hedonic experiential services, in 
which customers associate higher amounts of time and 
effort with greater enjoyment (e g , skung, using the spa) 
(Holbrook and Lehmann 1981), we posit that customers 
will perceive greater access convenience and benefit conve- 


nience from the separated service than from the unseparated 
service The rationale 1s that separation provides customers 
with the flexibility of buying and consuming the service at 
their convenience, which leads to time and effort savings 
Customers do not need to visit the physical location of the 
service provider during its operating hours only and thus 
can allocate time and effort more efficiently and effectively 
In addition, separation will increase benefit convenience as 
a result of reduced interactions with employees and other 
customers, and the time and effort savings imply that the 
customer can experience the service more efficiently In 
contrast, service inseparation heightens a customer’s time 
and effort 1n obtaining the service, particularly when ser- 
vice availability 1s limited, thus lowering perceived conve- 
nience (Berry, Seiders, and Grewal 2002) 

There are many examples indicating the positive impact 
of separation on service convenience For example, a major 
factor explaining the success of Amazon com 1s that cus- 
tomers prefer buying books at their own leisure and not 
being constrained by store operating hours (Kannan, Chang, 
and Whinston 2001) Similarly, 1ncreasing numbers of cus- 
tomers prefer online banking because they do not need to 
visit the bank's retail branch during their precious lunch 
hours (China Financial Certification Authority 2006) On 
the basis of this discussion, we hypothesize the following 


H, Customers perceive separated services as having greater 
access convenience than unseparated services 


H, Customers perceive separated services as having greater 
benefit convenience than unseparated services 


The Effects of Separation on Perceived Risk 


Perceived risk 1s a function of adverse consequence and 
uncertainty, adverse consequence refers to the amount of 
costs involved in attempting to achieve a set of purchase 
goals in a buying situation, and uncertainty 1s customers’ 
probabilistic beliefs ın the occurrence of adverse conse- 
quence (Dowling 1986, Peter and Tarpey 1975) Two key 
components of perceived risk are performance risk and psy- 
chological risk (Mitchell and Greatorex 1993, Stone and 
Gronhaug 1993) 

Specifically, performance risk 1s related to whether the 
service can perform as expected and thus satisfy customer 
needs, and psychological risk pertains to the possible loss of 
psychological well-being due to using this service For 
example, a survey suggests that customers who are reluctant 
to use online banking tend to be concerned about informa- 
tion security (1e, performance risk) and their mental 
uneasiness in using the service (1e, psychological risk) 
(China Financial Certification Authority 2006) These two 
types of risk are directly pertinent to service separation and 
correspond to the findings in our qualitative study We 
argue that service separation, which increases intangibility 
and decreases customers' perceived control over the service, 
leads to higher performance risk and psychological risk 

Intangibility means that services cannot be seen, felt, 
tasted, touched, or smelled before purchase (Zeithaml, Para- 
suraman, and Berry 1985), which gives rise to prepurchase 
uncertainty for customers (Zeithaml 1981) Although ser- 
vices are intangible performances by nature, tangible attrib- 
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utes 1n service production play an important role 1n signal- 
ing service quality and reducing risk perception. (Bitner 
1990, 1992, Rapoport 1982) For example, Rapoport (1982) 
finds that customers often use the tangible environment to 
Judge a service provider’s capability and quality before pur- 
chase Similarly, Bitner (1992) proposes that servicescapes 
influence customers’ cognitive, affective, and physiological 
responses during the service encounter 

For separated services, customers’ absence from pro- 
duction means that they sense fewer tangible attributes of 
the service encounter, compared with their presence during 
production for unseparated services To illustrate, a cus- 
tomer can choose to dine 1n at a restaurant or call for deliv- 
ery When dining 1n, the customer can observe the physical 
environment (eg, lighting, atmosphere), facilities (eg, 
kitchen, dinnerware, furniture), and symbols (eg, brand 
logo, sign) to evaluate the trustworthiness of the restaurant 
(Bitner 1992) However, when the food 1s delivered, the tan- 
gible cues the customer relies on to make a judgment are 
significantly decreased, resulting 1n higher risk perception 

In addition, separating consumption from production 
decreases customers’ perceived control over the service, 
thus increasing risk perception As one of the basic motiva- 
tons of human activities, perceived control refers to the 
need to demonstrate human competency, superiority, and 
mastery over the environment (White 1959) According to 
Averill (1973), perceived control includes (1) behavioral 
control, which indicates the extent to which a person's 
responses to an uncertain event can directly influence or 
modify the objective characteristics of the event, and (2) 
cognitive control, which involves a person’s prediction and 
explanation for the uncertain event Previous research in 
services marketing indicates a negative association between 
customers’ perceived control and perceived nsk (Hui and 
Bateson 1991) 

For unseparated services, customers are present at the 
service encounter and even become a coproducer by closely 
interacting with the service employee (Bendapudi and 
Leone 2003, Bitner et al 1997) Consequently, it 1s easier 
for them to influence the service process and predict its out- 
come For separated services, however, customers perceive 
lower control because of their absence from service produc- 
tion and reduced interface with the service employee To 
illustrate, consider again the case of food delivery When 
dining in the restaurant, customers can communicate with 
the waitstaff whenever they have questions about the food, 
however, such interactions and control are reduced for food 
delivery Therefore, separation between service production 
and consumption leads customers to perceive lower control, 
which 1n turn results in higher performance risk and psy- 
chological risk. Accordingly, we hypothesize the following 


H4 Customers perceive separated services as having greater 
performance risk than unseparated services 


H, Customers perceive separated services as having greater 
psychological nsk than unseparated services 
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The Differential Effects of Separation Across 
Services 


While the qualitative study revealed that service separation 
leads customers to perceive greater service convenience and 
higher risk, ıt did not address whether the magnitude of 
these effects varies across different services For example, 
would service convenience and perceived risk brought 
about by separation be greater for online education than for 
food delivery? Investigating this issue will provide a more 
nuanced understanding of the customer implications of sepa- 
ration for a range of services Toward this end, we compare 
the impacts of separation on service convenience and per- 
ceived risk across experience and credence services 

The experience—credence typology 1s based on the way 
customers collect information for evaluation (Darby and 
Karnı 1973, Zeithaml 1981) For experience services, such 
as having a haircut or visiting a restaurant, customers can 
obtain the relevant information by way of experience and 
form their judgment accordingly For credence services, 
such as education and consulting, however, customers are 
not able to gather enough information from personal experi- 
ence and therefore have difficulty making confident evalua- 
tions, even after purchasing or experiencing the service 
(Ostrom and Iacobucci 1995, Zeithaml 1981) 

We postulate that separation will lead to less perceived 
benefit convenience for credence services than for exper- 
ence services Compared with experience services, cre- 
dence services tend to be more difficult to assess (Zeithaml 
1981) If the hurdle 1s raised by having the credence service 
delivered separately, customers will need to spend even 
more time and effort to search for information on the ser- 
vice to compensate for the reduced information due to their 
absence from service production Consequently, the favor- 
able effect of service separation on benefit convenience 
may, to some extent, be offset by the additional burden of 
information search As for access convenience, we posit 
that the 1mpact of separation will not vary across experience 
and credence services This 1s because the resultant time 
and effort savings in not having to be present during service 
production will be equally applicable for both service types 
On the basis of this discussion, we hypothesize the following 


H; The positive effect of service separation on customers’ 
access convenience does not vary for credence services 
and experience services 


Hg The positive effect of service separation on customers’ 
benefit convenience 1s weaker for credence services than 
for experience services 


In contrast, we predict that the effects of separation on 
performance risk and psychological risk are more profound 
for credence services than for experience services The rea- 
son 1s that customers’ intrinsic uncertainty about credence 
services will exacerbate the perceived risk caused by sepa- 
ration because their absence from service production will 
not only mean sensing fewer tangible cues and perceiving 
less control but also reduce their confidence 1n perceptions 
and evaluations of the service Therefore, we hypothesize 
the following 


H; The positive effect of service separation on customers’ 
performance risk 1s stronger for credence services than for 
experience services 


Hg The positive effect of service separation on customers’ 
psychological msk 1s stronger for credence services than 
for experience services 


Study 1 


The purpose of Study 1 1s to examine the effects of service 
separation on perceived convenience and risk for experience 
and credence services Following previous research (e g , Bit- 
ner 1990, Ostrom and Iacobucci 1995), we used a scenario- 
based experiment to compare customer reactions to the sepa- 
rated versus the unseparated service delivery modes 


Experimental Design 


Study 1 used a 2 (service separation) x 2 (service category) 
mixed factorial design Service separation was a within- 
subject variable, and we operationalized 1t as either a sepa- 
rated or an unseparated mode of delivery for the same ser- 
vice Service category was a between-subjects variable, 
comprising experience and credence services 

To identify the representative service for each category, 
we conducted a pretest in which 70 respondents, consisting 
of 32 MBA, 20 postgraduate, and 18 undergraduate stu- 
dents, were asked to classify a list of 36 services into one of 
the two categories from the definitions we provided 
Specifically, we defined experience services as those for 
which customers can collect service information by way of 
experience and make judgments after purchase or experi- 
ence We defined credence services as those for which cus- 
tomers have difficulties 1n collecting service information by 
way of experience and cannot make confident evaluations 
even after purchase or experience We used three criteria to 
select the representative services (1) the services can be 
delivered both separately and inseparately, (2) the services 
are familiar to the respondents (1e, college students), and 
(3) frequency analysis reflected consistent views on service 
categorization Subsequently, we selected Chinese-style fast 
food and a training program on interview skills to represent 
experience and credence services, respectively 

We manipulated service separation by having two 
modes of delivery for each service Specifically, we opera- 
tionalized the fast-food service as in-restaurant dining (1e, 
unseparated mode) or calling for delivery (1e, separated 
mode), and the training program was in the form of in-class 
instruction (1e , unseparated mode) or watching a Webcast 
of the session (1e, separated mode) (see Appendix A) 
These manipulations were based on our definition of ser- 
vice separation and reflected the typical separated and 
unseparated services mentioned by the participants 1n our 
qualitative study For each service, we randomized the order 
of the two modes To rule out the noise of service brand, we 
used fictitious brands for each service 


Experimental Procedure and Measures 


Sample We conducted the experiment in a large public 
university in Beying Participants were recruited by an 
online advertisement on the bulletin board system of the 


university, which invited students to participate 1n a market- 
ing experiment with a compensation of RMB20 The final 
sample comprised 100 participants, 45% of whom were 
male, 47% of whom were undergraduate students, 49% of 
whom were research or doctoral students, and 4% of whom 
were MBA students In terms of age, 16% were less than 20 
years, 69% were between the ages of 21 and 29, and 15% 
were over the age of 30 During the experiment, the partici- 
pants were randomly assigned into two groups, each with 
50 people 


Procedure The booklet consisted of experiment 1nstruc- 
tions, a service scenario, and measures for hypotheses test- 
ing The participants were asked to evaluate access conve- 
nience, benefit convenience, performance risk, and 
psychological risk for both separated and unseparated 
modes Finally, they were asked to write down any thoughts 
they had dunng the experiment The whole experiment 
lasted about half an hour 


Measures We adopted the measures for access and 
benefit convenience from Berry, Seiders, and Grewal (2002) 
and Seiders and colleagues (2007), each construct had a 
three-item seven-point "agree/disagree" scale We used 
three 1tems to measure performance risk and four items to 
assess psychological risk (Dowling 1986, Stone and Gron- 
haug 1993) (see Appendix B) 


Results 


We performed a repeated measures analysis of variance 
(ANOVA) to test for the main and interactive effects of ser- 
vice separation The results show that separation had main 
effects on access convenience (F(1, 98) = 45 169, p « 001), 
benefit convenience (F(1, 98) = 35 098, p « 001), perfor- 
mance risk (F(1, 98) = 93 394, p « 001), and psychological 
risk (F(1, 98) = 51 635, p « 001) The respondents consid- 
ered 1t more convenient to access separated services (M = 
5 03, SD = 1 29) than unseparated services (M = 3 95, SD = 
1 38), 1n support of H, Similarly, they perceived greater 
benefit convenience for separated services (M = 4 98, SD = 
96) than for unseparated services (M = 4 07, SD = 96), in 
support of H3 

Consistent with H5, respondents perceived higher per- 
formance risk for separated services (M = 4 39, SD = 1 23) 
than for unseparated services (M = 299, SD = 112) We 
also found higher psychological risk for separated services 
(M = 4 00, SD = 1 29) than for unseparated services (M = 
2 85, SD = 96), ın support of H4 

Furthermore, our results show that except for access 
convenience (F(1, 98) = 3 642, p = 059), the interactions 
between service category and separation were significant 
for all the other three variables (for benefit convenience, 
F(1, 98) = 5 657, p = 019, for performance risk, F(1, 98) = 
15 301, p « 001, and for psychological risk, F(1, 98) = 
17 062, p « 001), which 1mplies that separation leads to 
varying magnitudes of benefit convenience, performance 
risk, and psychological risk across experience and credence 
services As Figure 1, Panel A, shows, there was no signifi- 
cant difference in the favorable effect of separation on 
access convenience across fast food and the training pro- 
gram, in support of Hs However, Figure 1, Panel B, indi- 
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FIGURE 1 
Interaction of Service Separation and 
Service Category on Service Convenience 
(Study 1, N = 100) 


A: Interactive Effect on Access Convenience 
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cates that separation resulted 1n greater benefit convenience 
for fast food than for the training program, in support of Hg 
As Figure 2 shows, the effect patterns for performance risk 
and psychological risk were similar, the 1mpacts of separa- 


tion were more salient for the training program than for fast 
food Therefore, H; and Hg were supported 
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Discussion 


Study 1 indicates that service separation can be a double- 
edged sword On the one hand, 1t can increase service con- 
venience and allows customers the flexibility of choosing 
when and where to consume the service On the other hand, 
customers who are absent from service production will per- 
ceive higher risk Furthermore, the effects of separation 
depend on service category While separation leads to sım- 
lar access convenience across experience (1e, fast food) 
and credence (1e , the training program) services, the favor- 
able effect of separation on benefit convenience 1s less 
salient for credence services Conversely, the unfavorable 
consequences of separation 1n terms of performance and 
psychological risks are magnified for credence services 
Taken together, the findings from Study 1 provide initial 
empirical evidence that service separation has significant 
effects on service convenience and perceived risk and that 
its effect magnitudes are contingent on the experience ver- 
sus credence qualities of services 
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FIGURE 2 
interaction of Service Separation and 
Service Category on Perceived Risk 
(Study 1, N = 100) 


A: Interactive Effect on Performance Risk 
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Study 2 


Although Study 1 reveals the favorable and unfavorable 
aspects of service separation, it leaves several issues unad- 
dressed First, given the effect of separation on perceived 
risk, a managerially important question for service firms 1s, 
What can they do to reduce customers’ risk perceptions? In 
this regard, the qualitative data from our interviews and Study 
] offered some clues In the qualitative study, 21 interviewees 
mentioned that their preference for separated services 
depended on their previous interactions with the service 
provider Similarly, from the thought-listing task in Study 1, 
several participants wrote that their relationships with the 
service provider might influence their perceptions (e g, “I 
think whether this service 1s risky or not depends on how 
long I have been using this service and how satisfied I am 
with past interactions") These findings imply that the unde- 
sirable impact of separation on perceived risk may be coun- 
teracted by effective customer relationship management 
Second, although Study 1 indicates that customers per- 
ceive separated versus unseparated modes of service deliv- 
ery differently, little ıs known about how these perceptions 
will influence their purchase decision when both modes are 
available Knowing this can help service firms better predict 
customers’ heterogeneous preferences for service separation 
and accordingly customize delivery to increase their pur- 
chase intention (Franke, Keinz, and Steger 2009) Finally, 


Study 1 examines only two services (1e , fast food and the 
training program), additional services are needed to show 
the robustness of our findings We conduct Study 2 to 
address these issues 


Hypotheses Development 


Customer-service provider relationship The customer- 
service provider relationship is an accumulation of experi- 
ences and reflects customers’ confidence in the service 
provider’s future performance (Crosby and Stephens 1987) 
Prior studies have indicated the negative effect of the 
customer-service provider relationship on perceived risk 
(Gwinner, Gremler, and Bitner 1998, Zeithaml 1981) In 
this vein, we propose that the strength of the customer- 
service provider relationship lowers the effect of service 
separation on perceived risk This is because even when 
customers are absent from service production, an estab- 
lished relationship based on the track record of the service 
provider can allow customers to make confident predictions 
of service quality and consequently offset their risk 
perceptions (Desai, Kalra, and Murthi 2008) Thus, we 
hypothesize the following 


Hg An established customer-service provider relationship 
mutigates the positive effect of service separation on per- 
formance risk 


Hig An established customer-service provider relationship 
mitigates the positive effect of service separation on psy- 
chological risk 


Customers’ purchase decisions for separated services 
When customers are faced with service alternatives, they 
consider both the expected utility and the costs associated 
with them Peter and Tarpey (1975) show that when select- 
ing among brands, customers recognize the expected utility 
and perceived risk of each brand and make decisions on 
their differences, or the “net return” Such trading off 
between the service benefits and the sacrifices expended to 
acquire the service 1s known as the “perceived value” (Sird- 
eshmukh, Singh, and Sabol 2002, Zeithaml 1988) In our 
case, perceived value 1s positively related to service conve- 
nience, which enables customers to conserve their limited 
resources of time and effort (Berry, Seiders, and Grewal 
2002), and negatively related to perceived risk, because it 
highhghts the costs associated with purchasing a service 
that has uncertain outcomes (Agarwal and Teas 2001) 

Study 1 indicates that for credence services, the desir- 
able effect of service separation on benefit convenience 1s 
attenuated, while its undesirable effect on risk perceptions 
is heightened Conversely, separation for experience ser- 
vices 18 appealing because customers can enjoy the advan- 
tage of service convenience at low nsks This implies that 
customers will have lower purchase probability of separated 
credence services because they bear greater perceived nsks 
but receive less convenience benefit Along this line, we 
also argue that customers 1n an established relationship with 
the service provider are more likely to purchase the sepa- 
rated mode than new customers because their previous 
interactions can mitigate the negative consequence of sepa- 
ration and thus 1ncrease 1ts perceived value 


Hı; Customers are more likely to purchase the separated 
mode of experience services than the separated mode of 
credence services 


Hj, Customers in an established relationship with the service 
provider are more likely to purchase the separated mode 
Of both experience and credence services than new 
customers 


Experimental Design 


Study 2 used a 2 (service separation) x 2 (service category) x 
2 (customer-service provider relationship) mixed experi- 
mental design Service separation served as a within-subject 
factor, and service category and customer relationship were 
between-subjects factors On the basis of the same pretest 
described 1n Study 1, we selected a ticket agency and a stu- 
dent counseling service to represent new experience and 
credence categories, respectively Each service came 1n two 
modes Customers could purchase airline tickets by going 
to the ticket office or by buying them over the telephone, 
and they could visit the counselor’s office or seek online 
counseling by communicating with the counselor through 
an instant-messaging system 

Following Hui and colleagues (2004), we manipulated 
customer-service provider relationship by specifying either 
a long-term relationship (1 e , a five-year customer) or a new 
relationship (1 e , a new customer) To rule out the effects of 
service price and quality on the participants’ choices, the 
scenarios stated that both service modes charged the same 
price and promised the same quality (see Appendix A) 


Experimental Procedure and Measures 


Sample Study 2 was also conducted at a large public 
university in Beying We recruited 68 university students 
through the bulletin board system, 706% of whom were 
undergraduate students, 18 6% of whom were research or 
doctoral students, and the remaining 11 8% of whom were 
MBA students Of these, 41 2% were male, 17 6% were 
below the age of 20, 69 1% were between the ages of 21 
and 29, and 13 3% were above the age of 30 The partici- 
pants were compensated RMB20 for their participation 


Procedure During the experiment, the participants were 
randomly assigned to the four cells, with 17 in each Study 
2 followed the same procedure as Study 1, except that par- 
ticipants were asked to make a purchase decision after rat- 
ing service convenience and perceived risk Finally, partici- 
pants were asked to answer some questions as manipulation 
checks (detailed next) and provided demographic 1nforma- 
tion The whole experiment lasted about half an hour 


Measures Because of the methodological problems asso- 
ciated with using difference scores (Peter, Churchill, and 
Brown 1993), we used the direct comparison approach to 
assess participants' attitudes toward the separated and unsepa- 
rated service modes Specifically, they were asked to evalu- 
ate service convenience and perceived risk of the separated 
mode using seven-point Likert scales (1 = “much less 
than the unseparated mode," 4 = “no difference," and 7 = 
“much more than the unseparated mode”) (Brown, 
Churchill, and Peter 1993) 
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To measure participants’ purchase decisions, we asked 
them to allocate 100 points between the separated and the 
unseparated modes to indicate their purchase probability of 
each Relhability tests showed that all measures had high 
internal consistency (see Appendix B) As manipulation 
checks, we asked participants to recall the duration of their 
relationships with the service provider (1 e , a five-year cus- 
tomer/a new customer/not sure) and whether they were 
offered the same price (1e , “For these two different modes 
of services, the service provider charged the same price/ 
different prices") and service quality (1e, “For these two 
different modes of services, the service provider promised/ 
did not promise the same service quality”) for both the sepa- 
rated and the unseparated modes 


Results 


Manipulation check results show that all participants could 
correctly recall the duration of customer-service provider 
relationship and indicated that the service provider offered 
the same price and quality assurance for the separated and 
unseparated service modes Because the comparative scores 
reflected differences between the separated and the unsepa- 
rated modes in terms of service convenience and perceived 
risk, the main effects of service category and customer- 
service provider relationship implied that the differences 
varied across service categories and customer relationships 
In other words, service category and customer-service 
provider relationship moderated the effects of service separa- 
tion Because we had multiple dependent variables, we used 
a multivariate ANOVA to test the hypotheses 

The results show that service category influenced the 
perceived differences in benefit convenience (F(1, 64) = 
22 039, p « 001, for ticket agency, M = 5 412, SD = 939, 
for student counseling, M = 4 353, SD = 967), performance 
nsk (F(1, 64) = 10 751, p = 002, for ticket agency, M = 
4 029, SD = 1 304, for student counseling, M = 4 843, SD = 
744), and psychological risk (F(1, 64) = 7 548, p = 008, 
for ticket agency, M = 3 441, SD = 1 442, for student coun- 
seling, M = 4316, SD = 1 296) These findings were con- 
sistent with Study 1, thus providing additional evidence for 
Hs, H5, and Hg As we predicted, the effect of service cate- 
gory on access convenience was not significant (F(1, 64) = 
2 991, p = 089, for ticket agency, M = 5 628, SD = 942, 
for student counseling, M = 5 206, SD = 1 068), in support 
of Hs 

In addition, participants who had long-term relation- 
ships with the service provider reported less difference 1n 
performance risk (F(1, 64) = 7 006, p = 010, for long-term 
relationships, M = 4 108, SD = 1 011, for new relationships, 
M = 4765, SD = 1 126) and psychological risk (F(1, 64) = 
7 548, p = 008, for long-term relationships, M = 3 441, 
SD = 1 264, for new relationships, M = 4 316, SD = 1 470) 
between the separated and the unseparated modes, 1mplying 
that the relationship could diminish the negative conse- 
quences of separation Thus, Hg and H;9 were supported 
The results also 1ndicated that customer-service provider 
relationship could magnify the effect of separation on bene- 
fit convenience (F(1, 64) = 5109, p = 027) but not on 
access convenience (F(1, 64) 2 1 982, p - 164) No interac- 
tion effects were significant 
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Recall that H,, predicted differential customer prefer- 
ences for separation across experience and credence ser- 
vices To test this hypothesis, we computed an 1ndex using 
the logarithmic ratio of the purchase probabilities of the 
separated and unseparated modes The advantages of this 
index were that 1t was a monotonic increasing function of 
the purchase probability of the separated mode and had a 
normal distribution Because two participants did not report 
their purchase probabilities as requested, we conducted 
an ANOVA on the remaining 66 responses to compare par- 
ticipants’ purchase probabilities of the separated mode 
across service categories and customer-service provider 
relationships 

The results showed that both service category (F(1, 62) = 
19 563, p < 001) and customer-service provider relation- 
ship (F(1, 62) = 10 696, p = 002) had main effects, and 
there was no significant interaction found (F(1, 62) = 068, 
p = 795) In particular, participants were more likely to 
purchase the separated mode for the ticket agency service 
(M = 65 32%, SD = 23 60%) than for the online student 
counseling service (M = 42 65%, SD = 22 74%) Therefore, 
H,; was supported We also found that participants had a 
higher purchase probability for the separated mode when 
they had a five-year relationship with the service provider 
(M = 62 35%, SD = 26 52%) than when they were new cus- 
tomers (M = 45 62%, SD = 22 16%), 1n support of Hj; 


Discussion 


Study 2 confirms that customer relationship management 
can effectively reduce the unfavorable consequences (1e, 
perceived risks) of separation for both experience and cre- 
dence services Furthermore, when both separated and 
unseparated modes are available, customers’ preference for 
separation varies across service categories and customer- 
service provider relationships Specifically, customers are 
more likely to purchase the separated mode for experience 
services and when they have an established relationship 
with the service provider More important, using new mea- 
sures and different services from Study 1, Study 2 provides 
consistent results pertaining to the moderating role of ser- 
vice category on customer reactions to service separation 
Thus, it bolsters the generalizability and robustness of our 
findings 


Study 3 


We conducted Study 3 for three reasons Furst, thus far, the 
separated services 1n our experiments were all delivered by 
machine (1e, telephone and computer), and a potentially 
valid concern 1s whether service separation 1s essentially an 
issue of machine- versus person-delivered services In other 
words, our findings that customers considered separated 
services more convenient and risky may also be explained 
by the need to use technology-based machines to complete 
these services Second, Studies 1 and 2 relied on scenario- 
based experiments and student samples, and the external 
validity of our findings requires substantiation Third, Hj; 
and H;; in Study 2 were based on the trade-offs between 
service convenience and perceived risk 1n influencing per- 


ceived value, but we did not measure these effects directly 
Study 3 arms to overcome these limitations 


Experimental Design 


We used a quasr-experimmental design to investigate cus- 
tomers' actual experiences with separated and unseparated 
services We selected three services whose separated and 
unseparated modes were familiar to urban Chinese con- 
sumers Two were typical experience services—counter 
banking versus telephone banking and in-store shopping 
versus online shopping——and the third was a credence ser- 
vice—1n-class education versus online education 

To control for the effect of service brands, we specified 
a particular service provider for each service category (1e, 
ICBC Bank, Gome Electrical Appliances, and the New Ori- 
ental School)? The final sample consisted of 47 banking 
services, 42 retailer services, and 44 education services, 65 
of which were delivered 1nseparately and 68 of which were 
delivered separately 


Experimental Procedure and Measures 


Sample We recruited participants 1n executive develop- 
ment and executive MBA programs (all full-time employees 
or entrepreneurs) at a major university 1n Beying to com- 
plete the survey After the removal of 1ncomplete surveys, 
133 questionnaires were coded for final analysis. Of the 
respondents, 58 696 were male, 47 496 were between the 
ages of 24 and 30, 44 4% were between the ages of 31 and 
40, and the rest were ages 41 and older The sample was 
well educated 36 1% had bachelor's degrees, and 62 4% 
had master's degrees, with the remaining having finished 
high school 


Procedure We prepared two versions of the question- 
naire for each service The survey began with a filter ques- 
tion that we used to identify qualified respondents who had 
experienced a separated or unseparated banking, shopping, 
or education service over the past three months Then, 
respondents were asked to recall and describe details of the 
service, including its time, location, usage frequency, and 
duration They were asked to evaluate service convenience, 
perceived risk, and perceived value using a set of seven- 
point Likert scales To control for the effect of technology, 
we measured the respondents' technology anxiety, which 
reflected individual differences in perceived role clarity, 
motivation level, and perceptions of ability when using 
technology-based services (Meuter et al 2005) Finally, we 
asked some questions on demographic information 


Measures The measures of service convenience and 
perceived risk were the same as those 1n Studies 1 and 2 
We assessed perceived value using three items adopted 
from Sirdeshmukh, Singh, and Sabol (2002) and technology 
anxiety using four 1tems Meuter and colleagues (2005) 


2The Industrial and Commercial Bank of China (ICBC) 1s the 
most valuable bank 1n the world 1n terms of market capitalization 
(US$254 billion in July 2007) Gome is one of the largest electri- 
cal appliance retailers in China, the equivalent of Best Buy ın the 
United States The New Oriental School 1s a provider of private 
educational services 1n China, famous for its preparatory tests and 
English-language instruction 


developed (see Appendix B) To test measurement validity, 
we followed Gerbing and Anderson’s (1988) approach and 
ran a confirmatory factor analysis Specifically, we tested 
convergent validity by estimating a six-factor confirmatory 
measurement model in which all the constructs were 
allowed to be related while the items and errors were not 
The results showed that all items loaded onto the expected 
factors only, with highly significant factor loadings (see 
Appendix B), which verified the unidimensionality of the 
measures In addition, the model provided an acceptable fit 
to the data %2 = 342 217 (df = 155, y2/d f = 2 208), com- 
parative fit index = 906, normed fit index = 844, incremen- 
tal fit index = 908, Tucker—Lewis index = 872, and root 
mean square error of approximation = 096), indicating that 
the measures demonstrated adequate convergent validity 
and reliability To assess discriminant validity, we ran chi- 
square difference tests for all the constructs in pairs (15 
tests) to determine whether the restricted model (correlation 
fixed as one) was significantly worse than the unrestricted 
model (correlation estimated freely) All chi-square differ- 
ences were highly significant (p < 001), providing evidence 
of discriminant validity 


Results 


We used structural equation modeling to test the hypothe- 
ses The results showed that technology anxiety had posi- 
tive effects on performance risk (B = 273, p = 003) and 
access convenience (B = — 194, p = 039) but had no effect 
on either psychological risk (B = 058, p = 429) or benefit 
convenience (B = — 100, p = 264) More important, even 
after we controlled for the effect of technology and respon- 
dents' usage frequency and demographic characteristics, we 
found that service separation still generated favorable 
effects on access convenience (B = 279, p = 002) and 
benefit convenience (B = 325, p « 001), both of which 
increased perceived value (for access convemence, D = 
243, p « 001, for benefit convenience, B = 642, p « 001) 
The results for perceived risk were more complex Sep- 
aration had no direct effect on psychological risk (B = 
— 106, p = 120) but significantly increased performance risk 
(B = 182, p = 036), which was closely related to psycho- 
logical nsk (B = 800, p « 001) Notably, we found gender 
differences 1n risk perception, female respondents gave much 
lower judgments of both performance risk (B = —210, p = 
016) and psychological risk (B = — 272, p = 002) than male 
respondents for separated services Furthermore, psycho- 
logical risk had a negative 1mpact on perceived value (B = 
— 308 p = 029) and also bridged the effect of performance 
risk on perceived value Together, service convenience and 
perceived risk explained 63 1% of the variance of perceived 
value We summarize all significant results 1n Figure 3 


Discussion 


Overall, the results of Study 3 were consistent with the pre- 
ceding studies except for the nonsignificant effect of separa- 
tion on psychological risk This discrepancy 1s probably due 
to the causality between psychological risk and perfor- 
mance risk In the literature, some researchers suggest that 
psychological risk reflects customers’ overall mental uncer- 
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FIGURE 3 
The Structural Model and Estimation Results (Study 3, N = 133) 
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tainties, and performance risk can be considered an 
antecedent of psychological risk (Mitchell and Greatorex 
1993, Stone and Gronhaug 1993) In Study 3, performance 
risk acted as a mediator 1n linking service separation and 
psychological risk 


General Discussion 


This research provides the first empirical examination on 
customer reactions to service separation From in-depth 
interviews and the literature, we conduct three quantitative 
studies to investigate the effects of service separation on 
service convenience (1e, access convenience and benefit 
convenience) and perceived risk (1 e , performance risk and 
psychological risk), which subsequently influence cus- 
tomers' purchase decisions and postexperience evaluations 

specifically, Study 1 demonstrates that service separa- 
tion not only can increase access and benefit conveniences 
but also leads to higher performance and psychological 
risks Moreover, for credence services, 1ts favorable effects 
are diminished, while its unfavorable effects are augmented 
Study 2 shows that when both separated and unseparated 
service modes are available, customers will make trade-offs 
between the benefits and the shortcomings of service sepa- 
ration We find that customers are more likely to purchase 
the separated mode of experience services and from the ser- 
vice provider with whom they have established long-term 
relationships In Study 3, we retest our hypotheses using a 
quasi experiment on nonstudent customers and obtain con- 
sistent findings 


Theoretical Contributions 


Although recent research has acknowledged the existence 
of separated services (Betancourt and Gautschi 2001, Love- 
lock and Gummesson 2004), until now, httle was known 
about the implications of service separation for customers 
As we noted previously, there are conflicting views on the 
marketing value of service separation Lovelock and 
Gummesson (2004) contend that customers can benefit 
from separated services by saving time and effort and by 
enjoying a higher quality of work done by professionals 
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However, Vargo and Lusch (2004, p 330) assert that “[t]he 
characteristic of separability is primamly important only 
from the manufacturer’s perspective From a consumer per- 
spective, and thus what should be the marketing perspec- 
tive, separability 1s not only undesirable, ıt 1s also 1mpossi- 
ble" As compelling as the logical reasoning of both sides 1s, 
the lack of corroborating empirical evidence has meant that 
the dispute on the desirability of service separation could 
not be effectively resolved 

The current research empirically investigates service 
separation from the customer’s perspective Our findings 
support Lovelock and Gummesson’s (2004) contention and 
demonstrate the positive impact of separation on service 
convenience for both experience and credence services At 
the same time, we observe the undesirable effect of service 
separation in raising risk perceptions Furthermore, we 
examine how the advantages and disadvantages of service 
separation influence customers’ purchase decisions and 
postexperience evaluations Overall, the three studies 1n this 
research, using various samples, methodologies, and con- 
texts, provide a set of consistent evidence indicating the 
robustness and generalizability of our findings As such, our 
empirical results contribute to a clearer understanding of 
service separation and its implications on customer percep- 
tions and behaviors 

The findings also suggest a link between service separa- 
tion and technology-delivered services Technologies such 
as pay-at-the-pump, mobile banking, and tbe Internet can 
facilitate service separation by dramatically changing the 
traditional ways of service delivery (Hoffman and Novak 
1996, Meuter et al 2005) When service separation 1s actu- 
alized by using technologies, customers’ reactions to ser- 
vice separation may be confounded by their attitude toward 
technologies 3 Bearing this caveat in mind, 1n Study 3, we 
control for customers’ technology anxiety and still find the 
significant umpacts of separation on service convenience 
and perceived risk. This leads us to conclude that separated 
services are not synonymous with technology-delivered ser- 
vices In addition, while some services may benefit from 





3We thank the reviewers for this observation 


technologies to create a separated delivery mode, service 
separation does not necessarily depend on technology or 
machine This is illustrated by intrinsically separated ser- 
vices, such as freight transportation, dry cleaning, and 
repair services, for which the service separation is less 
reliant on high-tech machines or the Internet 


Managerial Implications 


We note that some services do not lend themselves to sepa- 
ration, which means that firms are not always able to pro- 
vide a separated version of services, such as haircuts, mas- 
sages, and other physical acts to customers’ bodies 
(Lovelock and Gummesson 2004) However, for services 
that can be delivered both separately and inseparately—that 
1s, services involving nonphysical acts to customers’ minds 
and information processing—it ıs imperative to deliberate 
on the appropriate delivery mode 

For experience services, the results indicate a higher 
purchase probability (65 32%) for the separated mode, sug- 
gesting that the advantages of separation outweigh its short- 
comings Notably, a survey reports that 40% of Generation 
Y (1e, the demographic of people ages 18-25 years) 1n the 
United States claim that the provision of mobile financial 
services 1S an important factor in their choice of bank 
(Teller Vision 2007) Moreover, separation can improve ser- 
vice efficiency and reduce service variability, in. that. cus- 
tomers are not intimately involved ın the production system 
(Chase 1978) Therefore, in these cases, separation may be 
a win—win strategy for both firms and customers 

The consulting firm Celent observes that customer ser- 
vice inquiry through mobile banking has become an 1mpe- 
tus for US banks to embrace this new channel (Teller 
Vision 2007) In the area of online grocery shopping, the 
British retailer Tesco claims that 1t has one million regular 
online customers who “Jove our unrivalled delivery area, 
convenient delivery times and efficient service" (Skapinker 
2009, p 15) Tesco’s experience 1s reflective of the positive 
effects of service separation on access and benefit conve- 
nience To offset the unfavorable consequences of separa- 
tion, we suggest building strong brands, offering service 
guarantees, and instituting service recovery as effective 
strategies to lower perceived risk 

However, providers of credence services should care- 
fully weigh which delivery mode to offer Our findings 
show that for credence services, the downside of separation 
is magnified, while its advantage 1s mitigated Not surpris- 
ingly, our data indicate that a lower proportion (42 65%) of 
customers choose unseparated services to satisfy their 
desire for participation and interpersonal interactions Evi- 
dence suggests that the limitation of separation for credence 
services 1s recognized by service providers For example, in 
relating his experiences with patients, a psychiatrist notes 
that “Internet-based therapy, whether by e-mail or live chat, 
seems like a poor substitute for a real human bond with all 
its nonverbal cues and face-to-face exchanges So here 1s 
what e-mail with my patients has taught me if you need to 
reschedule an appointment or need a routine medication 
refill, please push ‘send’, if you have something on your 
mind you want to talk about, please call me—the old- 
fashioned way” (Friedman 2008) This example implies that 


providers of credence services may use different delivery 
modes, depending on the criticality of the task To illustrate, 
for reservations, appointments, payments, or other routine 
activities, firms can provide a separated option to increase 
convenience and flexibility for customers, for delivering the 
core benefit, the unseparated mode may be more effective 
to convey personal interaction and care 

Finally, we suggest that regardless of service category, 
firms can reduce the perceived risk attributable to separa- 
tion by instituting customer relationship management The 
results indicate that customers having long-term relation- 
ships with the service provider are more likely to use the 
separated option because of greater trust in the provider’s 
service quality and/or recovery As such, when both sepa- 
rated and unseparated modes of the same service are avail- 
able, the firm may target different segments To attract new 
customers, for example, the firm may offer the unseparated 
mode to prospective customers to diminish their perceived 
risk and thus increase purchase probability For long-standing 
customers, however, the firm can encourage them to use the 
separated mode by emphasizing its greater convenience 


Future Research Directions 


Although most of our hypotheses are supported, there are 
several limitations in the current research that present 
opportunities for further research First, we define service 
separation as customers’ absence from service production, 
focusing on the spatial decoupling of service production 
and consumption While this conceptualization 1s consistent 
with recent views on service separability and can distin- 
gush separated services from unseparated ones, ıt over- 
looks the possibility of service separation in terms of tume 
(Betancourt and Gautschi 2001) To illustrate, for certain 
services, consumption of benefits can take place only either 
before (e g , using the credit card) or after (e g , cleaning, 
repair) production. has been completed (Lovelock and 
Gummesson 2004) The concept of temporal separation 
merits further examination because it would be useful to 
know 1n what ways temporal separation 1s different from spa- 
tial separation 

second, this research focuses on service convenience 
and perceived risk as the main consequences of separation 
It 1s conceivable that service separation may lead to other 
customer outcomes as well For example, separation may 
exert varying effects on the five dimensions of service qual- 
ity (Parasuraman, Zeithaml, and Berry 1988) Specifically, 
separation may negatively influence tangibles because cus- 
tomers would miss tangible cues, such as the ambience and 
service facilities when they are absent from service produc- 
tion Customers would also perceive less empathy and 
responsiveness for separated services than for unseparated 
services because of the reduced personal interactions The 
effects of separation on reliability and assurance would be 
more complex because they may depend on service charac- 
teristics and other contextual factors 

Third, the services examined 1n this research are utilitar- 
1an or functional in nature, such that customers are inclined 
to save time and effort However, for hedonic experiential 
services, such as going to the spa and skung, customers 
actually prefer spending more time and effort to better enjoy 
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the experience (Berry, Seiders, and Grewal 2002, Holbrook 
and Lehmann 1981) Yet such hedonic services tend to 
1nvolve physical acts to customers' bodies, which are largely 
inseparable in nature and therefore excluded from our 
analysis Nonetheless, ıt would be worthwhile to examine if 
and under what conditions hedonic services can be sepa- 
rated because there may be differences 1n the consequences 
of separation between utilitarian and hedonic services 
Finally, 1t 1s possible that service separation has varying 
implications across cultures Research reveals that con- 
sumers from diverse cultural backgrounds hold different 
values (e g , Chiu et al 2009), which include perceptions of 


tme and risk For example, the 1dea that certain times can 
be allocated for specific tasks in a way that maximizes util- 
ity seems natural to European Americans, but 1t 1s unnatural 
or even impenetrable to others, such as Hispanics and 
American Indians (Graham 1981) Cross-culturally, Weber 
and Hsee (1998) show that people from collectivist cultures 
have different risk perceptions from those who are 1ndividu- 
alists Specifically, for the same options, Chinese con- 
sumers tend to perceive lower risk than US consumers As 
such, the effects of service separation on service conve- 
mence and perceived risk may benefit from cross-cultural 
validation (Keh and Sun 2008) 


APPENDIX A 
Experimental Scenarios in Study 1 and Study 2 


Experience Services Credence Services 





Fast-Food Restaurant 
You just finished class this morning, and would 
like to have lunch You know there is a fast-food 
restaurant not far away from your school It 
provides both dine in and delivery services 


Training Program 
You will graduate next year and are now preparing for 
job interviews You would like to attend a training pro- 
gram on Interview skills provided by a human resources 
consulting company This company provides two modes 











Study 1 Therefore, you can either go to the restaurant of services you can either go to the company and 
for lunch or call the restaurant, place an order attend the training course there, or you can use their 
with the receptionist, and ask for food delivery long-distance services, for which you need to access Its 
website and watch the uploaded webcast of the training 
program 
Ticket Agency Student Counseling 
You want to make a flight reservation through a You will be taking an important exam tn a few days’ time 
travel agent You have been using this agent's and want to visit a counselor to calm your nerves You 
ticket reservation services for five years (this is have been using his counseling services for five years 
your first time to use this agent's ticket (this is your first time to use his counseling services) 
Study 2 reservation services) You know that it provides You know that this counselor provides two modes of ser- 
two modes of services you can either go to its vices you can either visit his office and receive face-to- 
retail outlet and buy the ticket, or you can call face counseling, or you can log on to his website and 
them and ask for ticket delivery The agent get the counseling service through “live chat” via an 
charges the same price (delivery ts free) and Instant-messaging system The counselor charges the 
promises the same service quality for these two same price and promises the same service quality for 
modes these two modes 
APPENDIX B 
Construct Descriptions and Measurements 
Factor 
Constructs Item Descriptions Loadings? Construct Reliability 
Access 1 It was easy to contact the service provider 763 9325/ 827c/ 846d 
convenience 2 It did not take much time to reach the service provider 822 
3 | was able to get to the service providers location quickly 888 
Benefit 1 | was able to get the benefits of the service with minimal effort 889 8125/ 822c/ 929d 
convenience 2 The service was easy to use 934 
3 The time required to receive the benefits of the service was 
appropriate 886 
Performance 1 There was a high chance that there would be something wrong with 820 8815/ 857¢/ 8974 
risk this service or that it would not be delivered as promised 
2 There was a high chance that ] would suffer some loss because 940 
this service would not be used well 
3 This service was extremely risky in terms of how it would perform 853 
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APPENDIX B 





Continued 
Factor 
Constructs Item Descriptions Loadings@ Construct Reliability 
Psychological 1 The thought of using this service made me feel psychologically 683 895b/ 940c/ 8454 
risk uncomfortable 
2 The thought of using this service gave me a feeling of unwanted 823 
anxiety 
3 The thought of using this service caused me to experience 745 
unnecessary tension 
4 | would worry a lot when buying this service 771 
Perceived 1 For the time you spent to use this service, would you say this 875 9044 
value service is (“highly unreasonable/highly reasonable")? 
2 For the effort involved in using this service, would you say this 838 
service is ("not at all worthwhile/very worthwhile")? 
3 How you would rate your overall experience with this service 900 
(“extremely poor value/extremely good value”)? 
Technology 1 | feel apprehensive about using technology 884 896d 
anxiety 2 Technical terms sound like confusing Jargon to me 807 
3 | have avoided technology because it is unfamiliar to me 845 
4 | hesitate to use most forms of technology for fear of making 785 


mistakes | cannot correct 


aFactor loadings in Study 3 


bAverage Cronbach's alpha of measures for separated and unseparated services in Study 1 


cCronbach's alpha of measures in Study 2 
dCronbach's alpha of measures in Study 3 
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Networked Narratives: 
Understanding Word-of-Mouth 
Marketing in Online Communities 


Word-of-mouth (WOM) marketing—firms’ intentional influencing of consumer-to-consumer communications—1is an 
increasingly important technique. Reviewing and synthesizing extant WOM theory, this article shows how marketers 
employing social media marketing methods face a situation of networked coproduction of narratives It then 
presents a study of a marketing campaign in which mobile phones were seeded with prominent bloggers Eighty- 
three blogs were followed for six months The findings indicate that this network of communications offers four social 
media communication strategies—evaluation, embracing, endorsement, and explanation Each is influenced by 
character narrative, communications forum, communal norms, and the nature of the marketing promotion This new 
narrative model shows that communal WOM does not simply increase or amplify marketing messages, rather, 
marketing messages and meanings are systematically altered in the process of embedding them The theory has 
definite, pragmatic implications for how marketers should plan, target, and leverage WOM and how scholars should 
understand WOM ın a networked world 





Keywords advertising and promotions, consumer communication, online communities, online consumer behavior, 
Internet marketing, social media, word of mouth 





ord-of-mouth marketing (WOMM) 1s the inten- structed 1n a marketing world untouched by the Internet 
Wi: influencing of consumer-to-consumer com- (Brown, Broderick, and Lee 2007, Dellarocas 2003, Godes 
munications by professtonal marketing tech- et al 2005, Hennig-Thurau et al 2004) 
niques Known also as social media marketing, viral The Internet’s accessibility, reach, and transparency 
marketing, buzz, and guerilla marketing, a plethora of popu- have empowered marketers who are interested 1n influenc- 
lar books on WOMM have recently been released (eg, ing and monitoring WOM as never before This article 1s 
Jaffe 2007, Kelly 2007, Rosen 2009, Sernovitz 2006), and situated firmly within this new marketing reality We offer 
industry associations, such as the Word of Mouth Marketing theory that 1ntegrates these transformations 1nto the world 
Association, have grown rapidly and have advocated for the of WOM We begin with an overview of the development of 
burgeoning new industry According to recent research, WOM theory and its assumptions, placing recent develop- 
marketers spent more than $1 54 bilhon on WOMM initia- ments into historical context Building on this framework, 
tives 1n 2008, and that amount 1s expected to rise to $3 bil- we detail our empirical investigation of an online WOMM 
hon 1n 2013 (PQ Media 2009) campaign that engaged consumers who were seeded with a 
Marketers and sociologists have recognized the 1mpor- new technology device to generate WOM in their personal 
tance of the phenomenon of word of mouth (WOM)-— blogs Our findings specify how this marketing process 
conceptualized as a naturally occurring phenomenon—for unfolds in the realm of consumer-to-consumer WOM com- 
more than half a century, proposing, for example, that munications We discuss both theoretical and managerial 
WOM affects the majority of all purchase decisions implications 
(Brooks 1957, Dichter 1966) However, these theories and We discover and demonstrate four distinct blogger com- 
observations about informal, unsolicited WOM were con- munication strategies in response to the product seeding 
ee These communication strategies are marked by the promi- 
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ment of WOM theory and practice, as summarized 1n Fig- 
ure 1 Although the overview casts theoretical development 
as a series of three evolutionary shifts, considerable histori- 
cal overlap has occurred All three models currently coexist, 
and each pertains to different circumstances 


The Organic Interconsumer Influence Model 


Early scholarship established WOM as a significant social 
force, influencing early marketing thought and practice For 
example, Ryan and Gross's (1943) diffusion study sug- 
gested that conversations among buyers were more 1mpor- 
tant than marketing communications 1n influencing adop- 
tion (see also Rogers 1962) We refer to the earliest and 
simplest understanding of consumer WOM as a model of 
organic interconsumer influence (see Figure 1, Panel A) 
These interconsumer communications pertain to the 
exchange of product and brand-related marketing messages 
and meanings In this model, WOM 1s "organic" because it 
occurs between one consumer and another without direct 
prompting, influence, or measurement by marketers It is 
motivated by a desire to help others, to warn others about 
poor service, and/or to communicate status (Arndt 1967, 
Engel, Kegerreis, and Blackwell 1969, Gatignon and 
Robertson 1986) Views of WOM 1n this model assume that 


FIGURE 1 
The Evolution of WOM Theory 


A: The Organic Interconsumer Influence Model 
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WOM occurs naturally among consumers when marketers 
perform their Job of developing market innovations and per- 
forming effective product notification through advertising 
and promotions (Bass 1969, Whyte 1954) 


The Linear Marketer Influence Model 


As marketing scholarship and practice advanced, theories of 
WOM began to emphasize the 1mportance of particularly 
influential consumers ın the WOM process (e g , Feick and 
Price 1987, King and Summers 1976) Accordingly, ıt was 
in marketers’ interests to identify and attempt to influence 
these influential, respected, credible, WOM-spreading con- 
sumers This understanding now incorporates an active 
attempt by the marketer to influence consumer WOM 
through the use of traditional means, such as advertising 
and promotions Therefore, we refer to this stage as a model 
of linear influence (see Figure 1, Panel B) Occurring dur- 
ing the "cultural engineering" marketing practices of the 
post-World War II era, which were formed to overcome 
increasingly resistant buyers (Holt 2002), some consumers 
were viewed as potential “opinion leaders” who smart mar- 
keters could target and influence Marketers would now be 
able to work through “the friend who recommends a tried 
and trusted product” rather than the “salesman who tries to 
get rid of merchandise” (Dichter 1966, p 165) Accurate, 
“realistic information” in marketing was important in these 
early conceptions because the opinion leader was assumed 
to transmit marketing messages more or less faithfully, 
without substantially altering them or having them altered 
by ongoing communications with other consumers (Brooks 
1957, Engel, Kegerreis, and Blackwell 1969, Katz and 
Lazarsfeld 1955) 


The Network Coproduction Model 


The next stage of understanding 1s the most recent, and 
though it coincides with the development and recognition of 
the importance of the Internet, ıt 1s not limited to this 
domain Marketers have become interested 1n directly man- 
aging WOM activity through targeted one-to-one seeding 
and communication programs, with the Internet allowing 
unprecedented new levels of management and measurement 
of these campaigns and new professional organizations 
allowing the efficient development and diffusion of WOMM 
knowledge 

Marketing scholarship has evolved from a transaction 
orientation to one based on relationships (Vargo and Lusch 
2004), with increasing importance placed on the role of 
consumer networks, groups, and communities (Cova and 
Cova 2002, Hoffman and Novak 1996, Muñız and O’Guinn 
2001) Consumers are regarded as active coproducers of 
value and meaning, whose WOM use of marketing commu- 
nications can be idiosyncratic, creative, and even resistant 
(Brown, Kozinets, and Sherry 2003, Kozinets 2001, Muñiz 
and Schau 2005, Thompson and Sinha 2008) Thus, WOM 
communications are coproduced in consumer networks 
There are two distinguishing characteristics of this new 
model of understanding (see Figure 1, Panel C) Furst 1s 
marketers’ use of new tactics and metrics to deliberately 
and directly target and 1nfluence the consumer or opinion 


leader Second 1s the acknowledgment that market messages 
and meanings do not flow unidirectionally but rather are 
exchanged among members of the consumer network 

Yet, despite awareness of the complexity of these com- 
munal relationships, marketers are just beginning to under- 
stand the formation, reaction, and effects of communally 
based marketing promotions This article's contribution 1s 
based on empirical inquiry that attempts to further develop 
the understanding already captured in the coproduction 
model and to answer the following three questions How do 
communities respond to community-oriented WOMM? 
What patterns do WOM communicator strategies assume? 
and Why do they assume these patterns? 


Method 


We explore the lived phenomenon of WOMM ın a natural- 
istic context Our research approach 1s qualitative and aims 
to generate scientific propositions about this new phenome- 
non that can be subject to further testing and verification 
Our investigation focuses on a blog-based campaign 1n six 
North American cities The blog context 1s highly relevant 
to our study because blogs have been increasingly popular 
sites of WOMM campaigns (Kelly 2007, Rettberg 2008, 
Sernovitz 2006) Estimates by eMarketer placed US blog 
advertising at $283 million 1n 2007 and suggest that 50% of 
all Internet users are regular blog readers, a figure the firm 
predicts to rise to 67% by 2012 (Kutchera 2008) Further- 
more, 2006 European surveys 1ndicate that blogs "are sec- 
ond only to newspapers as a trusted information source" 
(Brown, Broderick, and Lee 2007, p 16) 

We studied a “seeding” campaign—that 1s, a campaign 
in which the product 1s placed among influential consumers 
so that they can communicate favorably about it to other 
consumers (see Balter 2005) The campaign was conducted 
by one of the pioneer North American WOMM firms 
(“Buzzablog”) for a major global technology manufacturer 
("MobiTech") ! The campaign, designed to promote a new 
camera-equipped mobile phone (the "MobiTech 3839"), 
seeded the phone as well as accessories and a usage tutorial 
with 90 bloggers who had previously been contacted by 
e-mail and telephone and screened for consideration. Influ- 
ential bloggers were chosen on the basis of the lifestyle- 
related relevance of their blog content and blog traffic of at 
least 400 unique visitors per day Although participants 
were encouraged to blog about the phone, the campaign did 
not require them to do so Most of the products were seeded 
in two large cities with a combined population of more than 
seven mulhon people The campaign yielded significant 
activity Of the selected bloggers, 84% mentioned the phone 
in their blog In an interview with the Buzzablog director 
who supervised the campaign, he remarked on its success 


Pd say we were pleasantly surprised how many of the 
influencers that we engaged actually participated 1n some 


l Although we realize the limitations of pseudonyms in the age 
of the Internet search engine, we follow convention and use pseu- 
donyms for the names of community participants, as well as the 
name of the technology company, its product, and the marketing 
agency 


way along the lines I was just describing, by creating con- 
tent online about the product [recommending it and 
inspiring others to product purchase] We achieved 
what we wanted to 1n terms of influencers talking about 
the MobiTech brand and about this product to a very high 
degree On the whole, the commentary about the product 
was very positive. So people who were talking about the 
properties of the product were very positive on ıt And we 
know from follow-up surveys with all of these 1nfluencers 
that we had a significant number of sales that were actu- 
ally 1nfluenced by these influencers, as a result of recom- 
mending the product So, in all those ways, we got the 
results that we had hoped for and that MobiTech had 
hoped for (personal communication, March 28, 2009) 


However, 1f marketers want to fully grasp the effects of 
their WOMM strategies, 1t 1s necessary to look beyond mea- 
sures of communication frequency or valence and consider 
its content To do this, we conducted an online ethnography, 
or netnography (Kozinets 2002) We followed Kozinets's 
(2007) recent recommendations for adapting the netno- 
graphic technique to blog content Although we observed 
these blogs without posting to them, we participated 1n sev- 
eral discussions with Buzzablog about the campaign We 
also met to discuss and analyze our ongoing individual par- 
ticipation 1n online communities, as well as our readership 
of, participation 1n, and (1n one case) authorship of blogs 
Although we did not participate directly 1n the focal blogs, 
our analysis reflects the participative component that 1s a 
hallmark of interpretive depth ın both ethnography and 
netnography 

Of the 90 bloggers who were seeded 1n the campaign, 
we collected data from the 83 whose blogs remained acces- 
sible throughout the entire length of this study These bloggers 
ranged 1n age from 22 years to 45 years at the initial time of 
the campaign, and 5996 were male They also had a range of 
occupations, including photographers, designers, writers, 
programmers, consultants, and administrative personnel 

To establish a baseline reading of the blogs’ content, we 
collected blog entries beginning three months before the 
product seeding We collected data from the start of the 
campaign until immediately after it to establish initial reac- 
tons We continued to follow the bloggers and their post- 
ings for a period of approxumately three months after the 
WOMM campaign This longitudinal approach allows for 
analytic depth and enriches the effort to develop relevant 
theory Total downloaded data amounted to more than 4300 
single-spaced pages of 12-point-font text, representing 
approximately 1,376,000 words and 6722 postings, as well 
as significant additional amounts of visual and audiovisual 
data The total number of postings 1n which the bloggers 
wrote about the phone or the campaign amounts to 220 Our 
data set contains approximately 700 comments of blog 
readers who responded to the WOMM campaign 

We sorted and classified all postings into individual 
blogger files, and we categorized the files as before, during, 
and after the WOMM campaign We coded the data into mni- 
tial categories, analyzing them for themes relevant to our 
investigation of WOMM Through group comparison and 
multiple rounds of in-person discussion, a grounded, 
metaphorical, and hermeneutic interpretation emerged We 
identified recurrent social and cultural tendencies within the 
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data and used the constant comparative method to generate 
insights We tested and verified our theory 1n this way, look- 
ing for disconfirming cases and altering our theory in multi- 
ple rounds of analysis In this second step, unexpected find- 
ings led us to develop our network coproduction model of 
WOM, identifying our main theoretical implications Our 
overall approach 1s 1n keeping with the precepts of main- 
stream qualitative data analysis and interpretation (eg, 
Thompson 1997) 

Although our theory development 1s based on the entire 
data set encompassing all 83 bloggers, for data presenta- 
tion, we offer a more nuanced recounting of a greatly 
reduced subset The sections that follow focus on the mdi- 
vidual stories of 4 bloggers whose responses to the cam- 
paign are representative of our findings across the entire set 
Samples of additional blogger responses, which we present 
subsequently, underscore the general nature of our findings 


WOMM in Online Communities 


Our data analysis and interpretation reveal that WOMM 1s 
part of a complex cultural process that nonetheless follows 
an ascertainable pattern. On the surface, WOMM that 
attempts to direct the discourses of bloggers may seem to 
have many similarities with the use of public relations or 
other forms of paid promotion However, because of a range 
of novel contextual and institutional elements that do not 
generally exist ın the professional journalistic or advertising 
relationship, the WOMM campaign is injected into less 
established, less defined, and more complex cultural rela- 
tionships These elements encompass and are related to the 
networked coproduction of marketing-related communica- 
tions Although we present these proposed elements before 
elaborating our findings, we derived them from an induc- 
tive, ground-up data analysis process Figure 2 captures the 
range of elements and their interactions 

The WOM communication that 1s of interest to mar- 
keters—a market-based message and its associated mean- 
ings, as well as its reception by an intended audience—is 
influenced by four important factors First, ıt 1s affected by 
its placement within what we more broadly term communi- 
cator "character narratives," or enduring personal stories or 
accounts that we may understand as being related to par- 
ticular expressed character types Narratives vary, but there 
are distinct archetypal patterns 1n how people offer perspec- 
tives that unfold over time For example, a blogger may 
self-identify with the character of a loving mom, which 
results 1n a narrative that stresses kindness, helpfulness, and 
caring Others present a professional, critical, or clinical 
character, as might be seen ın review blogs Still others 
exemplify engaged community member types (e g , politi- 
cal bloggers, citizen journalists) Psychological guides to 
personality, such as the Myers-Briggs type indicators, might 
usefully be employed to further specify the common com- 
ponents of these created character types 

Second, WOM communications take place while 
embedded 1n a particular forum The forum under investiga- 
tion in the current research 1s the blog, but other WOM con- 
texts might include dinner parties, bars, schools, or social 
networking Web sites There are different types of blog 
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forums We identify and examine personal life crisis, rela- 
tionship, technical, and mommy forums Sports, health, 
fashion, celebrity, and news are other examples of forum 
topics 

Third, the WOM communication 1s affected by commu- 
nal norms that govern the expression, transmission, and 
reception of a message and its meanings These norms 
would vary by the size of the community, the average age of 
community members, their interests, their lifestyles, their 
ethnic onentation, social class, and extent of shared history, 
among other factors 

Fourth, the message and meanings of the WOM com- 
munication are affected by the promotional characteristics 
of the WOMM campaign and related promotions, such as 
the type of product or service, the product's brand equity 
and the objectives, terms, hard-sell nature, and humorous- 
ness of the campaign 

In the network of WOM communications, these four 
elements work 1n concert to alter the nature of the WOMM 
message and its associated meanings They influence its 
expression They transform it, as we explain subsequently, 
from a commercial promotion to communally valuable 
information Character type, blog forum, and communal 
norms affect the narratives and influence the audience 
attracted to the blog and members' response to 1ts content 
Pertinent to our study, the four elements also 1nfluence the 
manifestation and reception of WOMM messages Follow- 
ing these four elements, we gain an understanding about the 
forces that shape WOM 1n the complex manner depicted by 
the network coproduction model In the remainder of this 
article, we explore the nature and 1mplication of these net- 
works of narratives 

We recount 1n some detail the character narratives and 
types, communications forums, and communal orientation 
and reception of four blogs from our data set on the 
MobiTech-Buzzablog WOMM campaign For confidential- 
ity, we have given the bloggers the pseudonyms “Frank,” 
“Alicia,” "Carrie," and “Judith” We offer each profile in 
depth to illustrate the complexity of the manifest phenome- 
non, which encompasses WOM content and the communal 
interactions resulting from the WOMM campaign Each of 
these four blogs exemplifies a particular narrative strategy 
that ıs significant to marketing research and practice 


Frank’s Blog: Seeking Social Connection and 
Offering Explanation 


Character narrative, forum, and communal orientation 
According to his blog, Frank 1s a 27-year-old former broad- 
cast engineer 1n the midst of several significant life transi- 
tions He recently married and moved from his hometown 
in the Midwest to his wife's hometown 1n a major North- 
western city Frank's blog, a hybnd personal-technology 
forum, becomes a way of "sorting out our new lives 
together" Frank had been unemployed for almost two years 
after moving and writes about finding his way around—and 
eventually into—new communities 1n the city 

As expressed on his blog, Frank’s character narrative 
reveals goals of connecting with people and fitting in, as 
well as a love of media, particularly radio The two inter- 
twine 1n his current project of settling into a new commu- 


FIGURE 2 
Coproduced Network Elements Influencing the Expression of WOMM Narratives 
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nity as he uses media (blogging, podcasting, and photogra- 
phy) as a vehicle to gain entry and status into the local net- 
work of technophiles For example, Frank uses his wife's 
(she is also a blogger seeded in the phone campaign) mem- 
bership in “Metblogs,” a community-based club of blog- 
gers, and his common interest in blogging and technology 
to forge relationships 1n his adopted city This use of online 
communities to forge offline relationships 1s common (USC 
Annenberg School 2008) Over time, Frank begins attend- 
ing in-person Metblog “meet ups” and writes 


[Through blogging], I have been able to meet some really 
great people and develop friendships that are building into 
a community like I have never experienced before We all 
do our own thing and when you actually meetup [sic], you 
already have something to talk about and expand the back 


Story on In turn, those experiences can lead to more mate- 
rial to write about later It’s an intriguing circle (blog post 
June 12, 2007) 


The WOMM campaign Frank’s participation 1n the 
WOMM campaign comes relatively soon after he begins to 
adjust to his new city and provides a vehicle for building 
affiliation Aside from its functional and economic value, 
the WOMM campaign has what Cova (1997) terms "linking 
value," facilitating Frank’s integration into his new commu- 
nity For example, the first of ten postings that refer to the 
seeded product 1s titled, “I’m one of those Buzzablog lucky 
ones" (blog post July 16, 2006), underscoring the affiliation 
and connection emphasized ın his blog Note that Frank 
identifies campaign participants with the name of the 
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WOMM firm rather than the product, minimizing the 
importance of the phone itself as an object of focus and 
value 

Having asserted membership 1n the local blogging com- 
munity by identifying himself as "one of them," when 
Frank experiences ambivalence about participating ın the 
WOMM campaign, it 1s not surprising that he then seeks 
explicit affirmation that he 1s conforming to communal 
norms Frank interviews several members of “Metblogs” 
for a podcast and, in particular, confers with a member 
(“Brian”) who has also received a MobiTech phone 1n this 
WOMM campaign The tone of the podcast ranges from 
humorous to ironic to uncomfortable 


Frank I was going to ask you, I just saw you pull your 
nice MobrTech out there 


Brian [interrupting] the following 1s a paid endorsement! 
Frank [feigning surprise] you're being paid for this? 


Brian Well, not being paid, but bribed for certain, 
umm MobiTech, through their viral marketing partner 
Buzzablog and in association with [wireless mobile com- 
pany], have basically had sort of an aid shipment of 
phones for bloggers and it’s a great concept Basically, 
they send phones to bloggers in the hopes that they’ll 
bribe them, er, in the hopes that the bloggers will talk 
about the phones on their websites Al I can say 1s that I 
think this 1s an excellent marketing proposition, I’m really 
hoping that Audi gets behind this 1dea as well, ‘cause A3 
2 8 S-Line, I am all there, nght? But yeah, it’s a perfectly 
acceptable phone, I don't want to give a capsule review, 
[opines on phone and future technology] 


Frank Right (laughing) And I too was contacted by the 
same viral company What do you feel about the whole 
process 1n general? Do you feel like you were spammed 
into this and also, how do you feel about doing this on 
your blog, because obviously I'm doing 1t on my podcast, 
so I don't have too much of a problem with this, but 


Brian I want to make this entirely clear right now Atten- 
tion corporate marketers if you want to give me 
$300—$500 worth of free stuff, my number is [later 
scrambled out in editing] I will take your call at any time 
of the day I can be bought and I am relatively cheap 
Maybe I should just put my e-mail account in there 
instead Attention marketers my e-mail address is 
[address] I can be bought and I’m cheap! 


Frank Especially if you have any MP3 recording equip- 
ment, that's what I'd hke to see Please Thank you 
[Restates URL address for his podcast so donors can find 
him ] 


Note that Frank joins his interviewee ın speaking 
directly to marketers This 1s an 1mportant action, for in that 
moment, not only has he moved from citizen journalist to 
fellow blogger, but he has also publicly considered the 
potential conflict triggered by participation in the campaign 
and received approbation from his referent community The 
podcast audio also indicated that other people were gathered 
around, laughing, and calling out comments or suggestions 
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It 1s noteworthy that Brian uses the word “bribe” (twice) 
as well as the phrase "I can be bought" In addition to high- 
lighting and thus, 1n some sense, discharging moral conflict, 
the term confirms the significance of his awareness that he 
is simultaneously a target and a marketer In the discussion 
of the “price” of receiving a free phone—framed by a pop 
culture reference to 1nfomercials ("the following 1s a paid 
endorsement")—and use of the ethically loaded term 
“bribe” to surface the tension, Brian signals that he 1s not 
natve about the objective of the WOMM campaign and that 
he wants his online and 1n-person audience to read his com- 
ments as infused with irony. Outing the marketers’ motiva- 
ton and even inviting more of the same, he confidently 
announces his knowledge of persuasion tactics and simulta- 
neously asserts agency 1n accepting them (e g , Friestad and 
Wright 1994) 

Congruent with his narrative theme of gaming accep- 
tance, Frank uses his participation in the WOMM campaign 
as a form of social capital A few days after making initial 
remarks about the phone, Frank leverages the podcast as 
evidence that he 1s now not only friendly with other, higher- 
status bloggers but also performing a service for the wider 
technical blogging community In a post forthrightly titled 
“Addressing the Buzzablog Issue,” Frank confronts the ten- 
sion, 1n part by demonstrating his awareness of the mechan- 
ics of WOMM 


So how do I feel about doing this? There is a part of my 
soul that feels like there 1s some selling out going on here, 
but I like being someone who can be a part of reviewing a 
product and actually do ıt with some honesty — [I]t's not 
the absolutely, greatest phone that beats out anything else 
out there that you could buy It's also far from being the 
worst Word of mouth That's what this is It's not over- 
paid actors telling you that they use this phone, it’s the 
best and you should, too I’m just a guy who blogs among 
the community of other bloggers with connections to the 
city of [name] In fact, did you listen to the last episode 
of my podcast? I had a chance to meet a fellow blogger 
who got the same deal and 1t was quite possibly some of 
the best content to come from the podcast yet, even 1f it 
did promote a product But ask yourself, would you rather 
listen to us wise crack about this MobiTech or have some 
high paid actor or actress speak at you? It feels good to 
know that there are people out there trying to break from 
the static model mass media uses for advertising (blog 
post July 26, 2006) 


Frank’s posting reveals a constant tacking between ethi- 
cal perspectives as he tries to argue for his legitimacy and 
concern for the community, emphasizing his "honesty" in 
both praising and criticizing the phone The post expresses 
discomfort at “selling out" and guilt over collusion with 
marketers Frank tries to impression manage his role, fram- 
ing himself not as a marketer’s puppet or an “overpaid 
actor,” but instead as a bona fide member of his adopted 
community (“I’m just a guy who blogs among the commu- 
nity of other bloggers”) Actively seeking to persuade his 
audience that his participation in the WOMM campaign not 
only was worthy of communal sanction but also could be 
beneficial, Frank presents himself as more faithful to the 
community's interests than to those of the marketers The 
post inspires two positive comments, both from community 


members affirming his position, evidence that he has inte- 
grated his participation in the campaign in a way that is 
consonant with both his narrative and his forum’s wider 
communal norms There are no negative comments on 
Frank’s WOMM campaign-related posts, and comments 
indicate a willingness to continue talking about the phone 
Although he remains critical of some of its features, 
Frank's blog continues to mention the phone for longer than 
most of the bloggers 1n the data set, the last posting men- 
tioning either the phone or the campaign occurred approxi- 
mately seven months after the initial post (July 16, 
2006—February 23, 2007) In later posts, Frank reveals his 
love of the Apple brand When he learns that a fellow blog- 
ger owns an 1Phone, he conducts an interview with the 
owner and posts a product review under a post reverently 
titled “I touched an iPhone," while his own MobiTech 
phone is presented as a weak competitor “All the [iPod] 
features make sense, applications work like I expect them 
to, and you quickly forget that you [are] tapping a flat sur- 
face, opposed to the numerous buttons that exist on my 
MobiTech 3839" (blog post August 20, 2007) The transient 
project connected with the WOMM campaign moves from 
one phone to another, while the more persistent narrative of 
connecting with others remains strongly expressed through- 
out the blog Many bloggers adopt a similar discursive strat- 
egy of explaining the WOMM campaign and their involve- 
ment in ıt For example, “Sammy,” a recent university 
graduate and long-time blogger, writes eloquently on the 
importance of technology and community A typically 
reflective post finds him ruminating on identity and audi- 
ence “The construction of identity through technology is 
also no longer a personal endeavor, in fact, the strengthen- 
ing of one’s identity now comes through the sharing of 
ideas, thoughts, and practices across boundaries that are 
easily crossed in a world of networked communications” 
(blog post December 28, 2005) When Sammy, not yet hav- 
ing received the phone or blogged about the Buzzablog 
campaign, 1s quoted in a national newspaper story about his 
participation, he unflinchingly meets the exposure with a 
post titled “Free Stuff and Blogging Not an Ethical 
Quandary” (blog post July 2, 2006) that explains his per- 
spective on the WOMM campaign Table 1 summarizes 
details associated with Sammy's blog and others who share 
common themes with our four representative bloggers 


Alicia’s Blog: Honesty and Humility Meets 
Marketing Intent 


Character narrative, forum, and communal orientation 
Alicia 1s a 33-year-old, stay-at-home mother of two young 
daughters and a freelance writer living with her partner, a 
musician She has maintained an online journal of some sort 
since 1996 and classifies the current format of her blog as a 
“mommyblog” (blog’s “About” page, Spring 2007) Alicia 
often mentions that her blog is personal and serves as a 
repository of her family memories, disclosing actual names 
and photographs of family members as well as details such 
as the births of her daughters Her character narrative repre- 
sents Alicia as a loving mother who frequently does not 
manage to live up to her own expectations She 1s humorous 


but often self-deprecating The narrative reflects values of 
truthfulness, humility, simplicity, and caring, as well as a 
goal of gaining genuine human contact during her rather 
isolated life stage of being a stay-at-home mom 

Alicia’s blog entries attract an average of four com- 
ments daily from a loyal group, many asking Alicia how to 
deal with particular parenting issues In her answers, Alicia 
does not depict herself as an authority, rather, she discounts 
her talents as a mother, giving credit to her kids or the cir- 
cumstances She 1s careful not to make judgments about 
parental issues, such as cosleeping and breastfeeding 
“Being honest online about the real trials and tribulations of 
parenting and especially motherhood because of the ridicu- 
lous expectations (both from others and the self-imposed 
expectations), means that we suddenly feel just a little less 
isolated” (blog post June 13, 2006, parentheses 1n original) 


The WOMM campaign When Alicia 1s contacted about 
the WOMM campaign, her first posting exemplifies her life 
theme of humihty through her expression of disbelief 
"lThey] offered me a free cell phone in exchange to [do] 
nothing more complicated than promising to use it and to 
maybe write about ıt Honestly? I thought ıt was a scam" 
(blog post August 4, 2006) In her first blog entry about the 
phone itself, titled “Free stuff rocks,” Alicia discloses the 
campaign details, who contacted her, the message, and her 
obligations 


You have to be someone who uses photos and video on 
your blog, have approximately 400+ visits per day and be 
between the ages of 22 and 35 I had no obligations I 
didn’t have to use the phone for a specific amount of time 
if I didn’t want to I didn’t have to buy a particular plan I 
also didn’t have to be positive in my reviews I can be 
honest and if I hate the phone altogether, J can say that 
(blog post August 4, 2006) 


When describing participation requirements, Alicia uses 
the pronoun “you” instead of “I,” umplying to her audience 
that they too may be eligible Generously sharing involve- 
ment, she offers to connect anyone who meets the criteria or 
"1s close enough to give a shot anyway” (blog post August 
4, 2006) with Buzzablog Consistent with her blog's leitmo- 
tifs of humility, caring, and honesty, Alicia emphasizes the 
nonobligatory nature of the agreement 

The subsequent text of the blog 1s a marketer's 1deal tes- 
timonial Alicia explicitly expresses her love of the phone 
and enthusiastically shares her amazement about its func- 
tionality She uploads pictures she has taken with the phone, 
and her word choice shows that she feels both spoiled with 
the costly, impressive phone and proud and modern to be 
able to manage such a high-technology device "Dude, I'm 
practically moblogging” (blog post August 4, 2006) She 
has some minor complaints (lack of faceplate) but uses this 
to show that the MobiTech phone 1s precious to her—"T'm 
so afraid of scratching its ginormous LCD” (1bid)-—as well 
as signal that she 1s giving a thorough and impartial review 

Alicia’s second, glorifying post about the phone yields 
negative comments from her readers, who accuse her of not 
actually receiving the phone for free and of being boastful 
In response, the narrative shifts to a defensive tone Two 
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Evaluation 


Orientation: Communal 
Tension: Implicit 


TABLE 1 
Supplementary Blogger Data 


Explanation 


Orientation: Communal 
Tension: Explicit 


Embracing 


Orientation: Individual 
Tension: Implicit 


Endorsement 


Orientation: Individual 
Tension: Explicit 





Joseph. If any of you have 
noticed the flickr stream now 
on this page to the right, the 
pictures there were taken 
from a Mobitech 3839 that | 
just received yesterday [does 
not mention how he received 
the phone] l have to say 
that my first impressions with 
this device are pretty good so 
far I’ve been able to snap 
pictures and some decent 
video, play mp3’s, have fun 
with Bluetooth lve only 
spent a day with it so far, but 
there are some tiny things | 
have to nitpick about Well, 
| look forward to messing 
around with this thing and 
checking out all the possibili- 
ties I'll keep you posted with 
more in-depth reviews and 
posts about cool things you 
can do with this phone 
Cheers! 

(blog post July 7, 2006) 


Randy. [post title “I won't be 
Mobitech's Bitch"] This ts 
cool Mobitech's going to be 
sending me a fancy free (not 
fancy-free) cell phone soon, 
because | have the POWER 
of BLOGGING at my finger- 
tips They called, got my 
name from somewhere | 
guess and a nice woman 
asked me a bunch of ques- 
tions about how often | blog 
and what about and do | 
know how to use a telephone 
and so forth  [M]e and 44 
other peopie will be getting 
a MobiTech 3839 multimedia 
smart phone Don’t worry, | 
won't fill up the blog with all 
sorts of shilling, toadying, 
sycophantic things about 
Mobitech, even though 
they're being so nice to me 
No, for that to happen, they'd 
need to send me to [Mobitech 
company headquarters] Per- 
haps in August? Hello? 

(blog post June 23, 2006) 


Franklin: | went to see The 
Corporation, it was an 
interesting, thought provoking 
movie But one section res- 
onated with me in ways I’m 
sure the movie's makers did 
not intend There was a long 
segment about how advertis- 
ers were finding insidious 
ways to get their product into 
your earshot And rather 
than be disturbed by the 
insidious (though some might 
say creative) paths corpora- 
tions were taking to get their 
products into the public con- 
sciousness, my reaction was 
quite different My first 
thought was gee, how do | 
get myself a piece of that 
action?  l've been blogging 
for four and a half years and | 
had to wonder, where was my 
free stuff? When was Apple 
going to contact me and ask 
me to test out their new black 
MacBook? (hint, Apple, hint!) 
Until today 

(blog post July 11, 2006) 


Shane- Mobitech is doing a 
new buzz word-of-mouth pro- 
motion giving their phones 
out to bloggers in the hopes 
they'll spread the word online 
and talking to friends, posting 
photos and videos taken with 
the cellphone I'm thankful | 
met the criteria and it worked 
out perfectly as | was just 
starting to look for a new 
phone as well It’s all volun- 
tary, no obligation or con- 
tracts | don't have to do any 
of this, but since | usually 
write reviews like this any- 
ways, | have no problem writ- 
Ing a voluntary review as 
thanks for getting a phone 
and gear for free And I'll 
even be impartial about it 
(blog post July 10, 2006) 





Jasper: [first of an extensive, 
multipart review] | got a new 
cellphone and I’m going to 
talk about it to death This is 
the first part of a five part 
series and | think this is the 
best review you'll find the 
MobiTech 3839 because 
unlike all those other gad- 
get/phone reviewers, | will be 
using this phone every day 
for the next two years (unless 
some other company wants 
to give me one for free) 

(blog post July 30, 2006) 


Sammy: People have been 
asking about the whole 
free phone gig and how | can 
reconcile my code of ethics 
with blogging about products 
| receive for free — ljust 
can't seem to see the ethical 
quandary here l'm not being 
forced to say good things 
about a product, or anything 
atall Bloggers do have the 
potential to sway public opin- 
ion (which is why | think Buz- 
zablog is working in a particu- 
larly genius manner for the 
Mobitech promotion 
Accepting the new Mobitech 
is not an ethical quandary at 
all It is instead a reflection of 
a very smart strategy by 
Buzzablog 

(blog post July 2, 2006) 


Svetlana [post title “Will 
Blog for Phones"] As a good 
marketing whore, because 
l've so had enough to give 
and never receive anything in 
return, you will see me post- 
Ing pictures taken with this 
phone, | may even do some 
video, but don't you think that 
| am going to become the 
next Paris Hilton 

(blog post June 28, 2006) 


Troy [response to reader 
comment about the film The 
Corporation] Seen it? | saw it 
opening night in Ottawa and 
my friends have the extended 
DVD Yup Crazy marketing 
But ! needed a cellphone 
Mine was dying, so the timing 
is perfect Either way, | write 
about RAID Cards so wnt- 
ing about anything tech 
related that | own is normal 
for me But yeah, it's called 
guerilla marketing or some- 
thing So where have you 
been? 

(blog post August 24, 2006) 
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weeks later, a post entitled “For the Record" attempts to 
defend her actions as a WOM marketer 


For people who like to use information off my website 
against me, you should note that the camera phone I own 
was given to me for free from Buzzablog, a buzz market- 
ing company 1n exchange for promising to use the differ- 
ent features and to review it I DID NOT BUY THE 
PHONE The last time I turned my pockets inside out or 
shook my wallet upside down, $350-- did not fall out I 
would not have bought the phone because it's about $345 
out of my budget (blog post August 20, 2006) 


In an effort to defend and authenticate her claims about 
the campaign, Alicia's post references other bloggers who 
have also received the phone from Buzzablog She links to 
another blogger's entry with the requirements for participa- 
tion and stresses her “luck” in meeting all the necessary 
requirements (blog post August 20, 2006) A week later, 
Alicia posts a couple of pictures and videos that she has 
taken with the MobiTech phone, remarking sarcastically, 
"Td also like to re-iterate that they were taken with my 
MobiTech cameraphone, which I got for free from Buzza- 
blog, lest anyone get their knickers 1n a knot again over the 
false idea that I am rolling around naked 1n my huge piles of 
money" (blog post August 20, 2006) 

Notably, these negative reactions are unaccounted for by 
the classic diffusion model (Bass 1969, Rogers 1962) and 
its more recent variants (e g , Balter 2005), which consider 
lower-status people prone to imitate the consumption of 
those of higher status Instead of inspiring imitation, this 
campaign provokes a negative response from some of Ahı- 
cia's readers 

Key to understanding the cause of this friction 1s its 
relationship to her character narrative, blog forum, and its 
communal norms Alicia’s narrative 1s about family, and 
accordingly, her blog constantly reiterates the common 
bonds, through parental struggles, between herself and her 
readers In contrast, Frank's blog 1s about technology, his 
position 1s that of an expert, and his narrative theme is about 
connecting Although Alicia’s character type stresses humil- 
ity, transparency, and egalitarianism, her sudden status 
change to that of influencer—signaled by her selection for 
the WOMM campaign—grants her implicitly superior 
social standing and appears to change her role from empa- 
thetic community member to valorized outsider After the 
ensuing outcry, her blog never again mentions the MobiTech 
phone However, she continues to list ıt on her Flickr page 
as one of the devices with which she takes pictures 

Shortly after the MobiTech WOMM campaign, Alicia’s 
blog becomes a for-profit forum as she begins accepting 
assignments for Payperpost Payperpost (www payperpost 
com) 1s a company that pays bloggers to write postings for 
advertisers In an entry stressing her integrity, Alicia’s post- 
ing explains her decision to her readers “A lot of people 
have been negative about 1t but I think it’s great, honestly I 
only choose to review things that I genuinely agree with or 
appreciate As a result, I think it's possible to write for 
Payperpost while still maintaining your integrity as a blog- 
ger’ (blog post November 14, 2006) She states that her 
motivation is simply to earn some extra pocket money This 
shift in blog forum implies that Alicia’s experience with 


WOMM may have awakened her to the blog’s moneymak- 
ing potential 

Later, Alicia also responds in another posting to nega- 
tive comments that she received ın private e-mail messages 
(1e, not posted on the blog) Her rationale combines an 
assertion of her honesty—"I truly only write about things 
that I have an interest ın or can support"—with a descrip- 
tion of her need for money “It has helped to pay a little bill 
here or a little bill there and for that I am grateful and happy 
to do it" (blog post March 5, 2007) She finishes by telling 
her readers to sign up, a symbolic offering of her newfound 
wealth, similar to the gesture she previously made with the 
Buzzablog campaign However, most of her readers are 
unlikely to be high-traffic bloggers like her and therefore 
would not qualify for assignments from Payperpost 

The negative responses continue, some simply calling 
for her to “Stop it” (blog comment May 24, 2007) The 
negative reactions subside after Alicia initiates a new type 
of forum a review blog that she describes as "an accompa- 
niment to my main blog so that I [can] share reviews of 
products, books, and services" (Alicia's review blog 
"About" page, July 2, 2007) Thus separate blog-within-a- 
blog contains only fully disclosed paid endorsements In 
general, the few comments that these reviews elicit come 
from readers who are also supportive of the product How- 
ever, most readers refrain from commenting on her spon- 
sored postings, indicating that Alicia's new role of semi- 
marketer 1s accepted, or at least tolerated, when constrained 
to a separate, specially partitioned Web site 


Carrie's Blog: Mocking, Exhibitionism, and 
Embracing Commercialism 


Character narrative, forum, and communal orientation 
According to the blog, which she started in 2003, Carrie 1s a 
23-year-old cultural studies student who lives with her par- 
ents She takes an interim job as a personal assistant in an 
engineering firm and, around the same time, becomes 
involved in a serious relationship Her blog, 1n which she 
writes wittily about her current goals and activities, such as 
dating, finding a serious relationship, and finding a job, pre- 
sents itself as a coming-of-age diary Its self-satisfied, self- 
centered narrative focuses on dating, drinking, and dressing 
and 1s illustrated with numerous pictures exhibiting Carrie 
in sexy clothing and flirty poses Carrie's blog exposes her 
propensity for exhibitionism and fits into the common pro- 
ductions of a narcissistic MySpace/Facebook generation 
that have been chronicled 1n the popular press (see Gould 
2008, Nussbaum 2004) Researchers have hypothesized that 
the Internet fuels this attention-seeking exhibitionism to 
new levels (Holbrook 2001) 

Yet, despite the blog’s ostensible exhibitionism, much 1s 
cloaked The blog reveals only fragments of Carrie’s daily 
routine, and the people around Carne are never mentioned 
by name, but rather by relationship, as in “my sister" or 
“my boyfriend” Unlike Alicia's blog, Carrie's does not con- 
fide ın 1ts audience Instead, it entertains them by showing 
off, by judging people, or by making fun of others The blog 
is full of detailed, deriding descriptions of others’ behav- 
10rs, opinions, clothing, and lives, but its pet topic is rela- 
tionships, “I thought I should share one of my most favorite 
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pastimes Mocking the pictures and comments on Face- 
book's various *Being Engaged Rocks" groups" (blog post 
July 6, 2007) 

Carrie's life theme 1s that of seeking attention, and this 
implicit narrative runs throughout her blog, which 1s audi- 
enced by eager voyeurs who enjoy her biting wit With her 
frank observations about the sex lives of twenty-somethings 
in the style of Sex and the City’s fictional character Carne 
Bradshaw, blogger Carrie attracts the attention of the tradi- 
tional media She 1s quoted ın the local press and provides 
advice on a radio program and television show as a “rela- 
tionship and dating expert” The blog gains her a loyal, 
eclectic audience that leaves 10-25 comments per post 
Whereas Alicia’s blog exchanges with readers are usually 
friendly, the comments on Carrie’s blog tend to echo her 
mocking tone Although it ıs typical for her audience to 
respond to her boasts with sarcasm, when Carrie receives 
more exposure 1n the traditional media, her blog increas- 
ingly attracts an (anonymous) audience that leaves vicious 
comments “Honestly, 1f you weren't constantly judging 
others, you wouldn’t have much to say Right down to the 
shoes that people wear on the bus, you are constantly criti- 
cizing and judging others Can’t you think of more impor- 
tant things to talk about than how much better/prettier/ 
smarter you THINK you are than other people?” (blog com- 
ment November 11, 2006) 


The WOMM campaign Carne's blog does not accept 
advertising, and its narrative does not contain many refer- 
ences to brands Its initial entry about the WOMM cam- 
paign seems both delighted and self-congratulatory 


The perks of being addicted to maintaining a tiny piece of 
the internet come in many forms—from getting free 
things to being contacted by both celebrities and the 
people who make celebrities to getting dates from some- 
thing I’ve written—yes, this site has created a lot of 
opportunities I know that I’ve been totally lacking on 
photo content recently, but that’s simply because I haven't 
had a camera MobiTech decided to fix that and tomorrow 
I am being given a brand new beautiful 3839 phone as 
well as a whole bunch of additional accessories and fea- 
tures This means that the next time I am judging weird 
people on the subway or being crazy at the bar, everything 
will be camera-captured or even videotaped and instantly 
uploaded to this blog with hilarious commentary It’s 
going to be positively thrilling! (blog post August 3, 2006) 


Note that Carne does not provide her readers with any 
details about the WOMM campaign Unlike Frank and Alı- 
cia, who provided those details and stated that they were 
lucky to have been selected, Carrie’s narrative frames the 
free gift as an entitlement flowing from her successful, 
high-status, attention-seeking activities She has become a 
celebrity and thus deserves celebrity “schwag” What 1s 
mentioned about the phone is linked to her blogging activity 
(“I’ve been lacking on photo content") rather than the 
phone or the campaign Carne receives mostly positive 
comments from her loyal readers, who congratulate her for 
her success A few days later, Carrie’s blog contains another 
post about the phone She adopts her usual mocking tone, 
but this time appraising herself She loves the phone but 
also makes fun of herself for loving 1t so much 
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So now I have this phone from MobiTech, which I was 
given, free-of-charge, for the purpose of promoting among 
my social network At first I was a tad apprehensive to the 
whole 1dea—being trendy 1s one thing, secretly branding 
products as a tastemaker 1s borderline selling-out But 
once the phone was placed 1n my hand I became instantly 
transfixed and my doubt was replaced with “How could 
anyone not want this phone!?" as well as “It’s soooo awe- 
some, 1t's pretty much the best celly I have ever had! The 
best cell I have ever seen!” and also "Everyone LOOK at 
my new phone, look look look at everything it does!" I am 
almost ashamed at myself for the level of eagerness I have 
towards talking about the phone But I have decided that 
trend marketing 1s the easiest form of marketing, given the 
right product and people involved, with me and the 
MobiTech being a prime example I rarely initiate conver- 
sations about the phone, but when they start, oh then I go 
into celly-love gushing mode, where I blab endlessly 
about things like being able to watch videos on it and 
adjusting the white-balance on my zoom-lens camera 
This al! sounds like a carefully crafted product placement, 
doesn't 1t? I told you, I’m an advertiser’s dream my talk- 
ing about the MobiTech 1s not done for contractual oblig- 
ations or to please them, it’s motivated by my overwhelm- 
ing need to brag about having received THEBEST 
PHONEEVER for free (Which, I now realize, does end 
up pleasing MobrTech And soit goes ) So while I’m at 
it, let’s air out some other products I am currently infatu- 
ated with, simply because they're trendy and up to par 
with my hfestyle You know, other things I would wax 
poetic about, samples or not (hint, hint?) (blog post 
August 9, 2006) 


Although this narrative acknowledges the marketer— 
consumer tension, 1t 1s raised in a tongue-in-cheek manner, 
suggesting that concerns with “selling out" are instantly 
overcome after she receives and experiences the phone She 
Jokes that she 1s "an advertiser's dream" Congruent with 
her character type and life project, Carrie chooses words 
that are related to relationships and sexuality (“celly-love 
gushing mode," "infatuation") She portrays herself as a 
promiscuous consumer, selling a “lifestyle” and “promoting 
[products] among my social network," flitting from “It” 
product to "It" product and happy to engage in synthetic 
WOM “given the nght product and people involved" This 
remark 1s noteworthy because 1t suggests to readers that the 
product ıs of such high quality that she cannot help but 
extol its virtues It also suggests that she 1s one of “the right 
people,” a worthy tastemaker In the same post, Carrie lists 
other products (rosé wine, skinny jeans, a designer bag) that 
she 1s happy to blog about because they are “at par with 
[her] lifestyle” She solicits marketers directly (“hint, hint"), 
showcasing and suggesting her continuing skill as a WOM 
marketer and also tells her audience that she is “infatuated” 
by products other than the MobiTech phone, the subject of 
the WOMM campaign 

However, Carne’s blog posts do not provide readers 
with many details about the phone She breezily mentions 
that she received “a bunch of accessories,’ that she can 
“watch videos,” and that she can “adjust the white-balance 
on the zoom-camera” However, these are the only specific 
reasons she gives to explain why she loves the phone so 
much The posts are predominantly about having received 


a cool new phone for free, leading to a range of cntical 
comments 


Secretly plotting your demise/I wanna devise a viral 
marketing campaign/To bring dire straits to your ability 
for discerning choice/Bolster corporations with a mild 
blogger prose/Trash your consumer awareness and revert 
you to a walking wallet (blog comment August 9, 2006) 


I used to love the innocence of your blogs and the witti- 
ness you had of the world around you and I always 
thought you were really cute, well I still do Your earlier 
western day blogs can be compared to artist's first record 
or two but sooner or later they sell out and their material 
goes downhill Is this what is happening? (blog com- 
ment August 9, 2006) 


That's a nice Christmas list Carrie, but don't forget that 
we come here to get a peek at the life of a cute privileged 
woman and not to read advertisements, regardless of 
whether or not the company that now owns your ass has 
induced your superficial blurbs (blog comment August 
10, 2006) 


Apparently, Carrie violates a communal norm by so 
ardently promoting the product on her usually critical and 
biting blog As the comments evidence, her endorsement 1s 
viewed as a lack of “discerning choice” and “trashing” of 
her critical “consumer awareness” faculties Carrie 1s pıc- 
tured as having lost her “innocence,” being “owned” by a 
company, having been seduced by outsiders, and enjoying it 
a little too much Whereas making fun of other people’s 
shoes or Facebook pages 1s accepted as an authentic narra- 
tive for the blog’s regular readers, writing about commercial 
products 1s considered “vapid” and "superficial" As with 
Alicia’s audience, Carrie’s readers do not appreciate the 
turn that her blog has taken now that she has accepted the 
role of marketer They may still find her "cute," but they 
publicly warn her not to turn into a “walking wallet" whose 
blog revolves around "artificial" advertisements 

Three months later, Carrie writes about the new sport- 
utility vehicle that her parents have bought and that she 
loves to drive Her word choice 1s almost identical to how 
she described her feelings for the MobiTech phone Again, 
she receives many negative comments, including accusa- 
tions that her “blog [has] turned into a thinly-veiled adver- 
tisement for consumer products" (blog comment November 
1, 2006) Carrie defends herself with the following unapolo- 
getic response “See, but the thing 1s I buy products We all 
buy products J try to be as honest as possible on this blog 
and so I share details of what goes on 1n my life I can't post 
about my work to a great extent (confidentiality agreement) 
and I don't want to reveal the finite details of my personal 
life (my audience 1s a tad out of control these days)—so I’m 
trying to be at least accurate on one front" (blog comment 
November 1, 2006) 

The response we observe is a direct result of the 
WOMM campaign's presentation conflicting with the nar- 
rative established in the blog Carne’s evolving life project, 
now marked by both a job and a relationship she values, has 
transitioned into a period of privacy Her coming-of-age 
story 1s almost over, and she no longer has much titillating 
material for her voyeuristic audience Carrie responds to the 


complaints largely by dismissing them, 1n a post 1n which 
she talks about her blogging activity as "generating con- 
tent" (blog post August 22, 2006) Unlike Frank and Alicia, 
who disclose information about themselves to their audi- 
ences and inform them about the transitions they are going 
through, Carne has created a character based on herself but 
1$ now running short on interesting material The blog's 
postings gradually decrease from an average of 14 postings 
per month 1n 2005, to 8 per month 1n 2006, to only 2 to 3 
per month 1n 2007 and 2008 Comments and readership also 
steadily decline 


Judith's Blog: Honest Survival and an Honest 
Living 

Character narrative, forum, and communal orientation 
According to her blog, Judith 1s a married 39-year-old 
emergency room nurse However, as her blog tells the story, 
for two years she has been on sick leave from her job 
because of various ailments The blog's personal life crisis 
narrative combines the tone of a friendly neighbor wath that 
of a frustrated, brassy, no-nonsense woman It recounts her 
daily triumphs and foibles, including intimate details of her 
physical and mental health Judith’s efforts to earn a living 
in the context of a chronic medical condition create a halo 
of authenticity that her audience responds to with empathic 
comments As with Alicta’s blog, the values and goals of 
Judith’s narrative include expressing honesty, being down- 
to-earth, and being caring Unlike Alicia’s blog, however, 
this narrative makes no secret that Judith’s current objective 
involves surviving and making money where she can 

Judith writes about her medical odyssey ın great detail, 
but having identified blogging as an alternative source of 
income to her chosen profession, she markets unashamedly 
on various forum types On the blog we studied, after a 
series of invasive tests, Judith posts a photo of a breaking 
wave titled “Rolling Waves” She does not normally anno- 
tate these photographic postings but makes an exception to 
keep her readers updated on her condition Yet, even as she 
reveals her discomfort, she also continues her promotional 
efforts, focusing her readers’ attention on the blogger who 
is currently “renting” (1 e , advertising on) her Web site 


Just a quick note, the picture above ıs what my stomach 
feels hike nght now Rolling waves of PAIN The tests I 
wrote about 1n my last post are what 1s causing that pain 
or maybe ıt was preparing for the tests on Sunday Either 
way, I'm now the proud owner of a, hopefully, resolving 
bowel obstruction and I hurt like hell IPI write more 
about this later on today Hopefully I'll be feeling a bit 
better by then In the meantime, my poor renter has been 
neglected Won't you please go and visit Jerry? (blog post 
June 29, 2006) 


This posting results 1n 26 comments, among the highest 
number of responses to a single post ın our data set All are 
positively inclined toward Judith, and only 5 comments do 
not explicitly express sympathy for her condition Notably, 
many comments explicitly acknowledge her dual identity as 
both consumer (a woman in chronic pain) and producer 
(eg, selling advertising space or product reviews) For 
example, “Dr Groovy” writes, “Well, I can’t help you medi- 
cally, as my formal training 1s ın pediatrics, so I will try to 
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make you feel better by clicking on your renter” Another 
commenter simply indicates sympathy by clicking as 
directed “BlogMad hit cha ching” (comments posted on 
Judith’s blog June 28, 2006) 

Although she establishes her character as a hardworking 
wife on sick leave trying to pay the bills, Judith has grown 
her Web activity into a sophisticated cottage industry Her 
12 editorial-style blogs offer regular columns, theme weeks, 
contests, and recurring features Judith’s narrative reveals a 
growing astuteness, as she carefully monitors the blogs’ sta- 
tistics, promotes her sites to increase their traffic, and works 
diligently to profit from them The narrative also makes 
clear that Judith views her blog as a product to develop and 
a brand to maintain, a type of online magazine whose 
engaging content she develops with readers’ suggestions 
The blog sells plenty of advertising, 1t 15 not uncommon to 
see more than 25 advertisements surrounding and inter- 
jected into her postings As does Alicia, she also accepts 
Payperpost assignments 


The WOMM campaign Judith begins her participation 
in the Buzzablog campaign with a sophisticated teaser cam- 
paign that tempts her readers with a mystery, telling them 
that she 1s about to receive something nice The good news 
that she has been selected to receive a mystery product 1s 
added at the end of a post enumerating a challenging set of 
circumstances Her Web site is hacked, she receives her first 
negative comment, and her television set has broken and 
requires an expensive repair Reporting her good fortune in 
the context of an otherwise debilitating set of events 1s a 
rhetorical device used frequently on this blog It provides a 
sense of drama to her character narrative and frames the 
perks she receives as relief rather than entitlement, as Carrie 
does Similar to other blog content, the posting about the 
phone 1s handled professionally, conceived the way a mar- 
Keter might design a campaign Buzzablog and its offer are 
not dissected Moral quandaries are not raised The focus 1s 
squarely on the phone and 1ts features 

When Judith’s blog reveals the product she has been 
given, 1t does so framed 1n the 1nnocence of summer pas- 
times As Judith and her husband stop for what 1s presented 
as a well-deserved 1ce-cream cone, she snaps a picture of 
the shop's sign with her new phone The sign reads, “May 
all your days be 1ce cream days,” and 1n the 18 comments 
that result from the post, 16 mention the 1ce cream and only 
2 mention the phone The readers’ comments express 
delight 1n her good fortune and share positive comments 
about the phone "May all your days be ice cream days too,” 
starts one comment, continuing, “The phone sounds awe- 
some I bave a MobiTech 3839 that I adore Enjoy" (blog 
comment July 8, 2006) 

Judith's response to the phone 1s equanimous, for exam- 
ple, her excitement at being selected to receive the product 
is moderated by her description of the device as “newish” 
Similarly she professes enthusiasm for the phone's 13 
megapixel built-in camera but then notes, "Ok so 13 
megapixels doesn't compare to the latest digital cameras but 
I've found that 1t takes pretty good photos I can also record 
up to an hour of video 1f I want to The only problem 1s 
that the video 1s 1n 3GP If anyone could give me some 
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suggestions for some conversion software I'd appreciate 1t" 
(blog post July 8, 2006) 

Over time, as Judith’s sick leave continues, her blog 
becomes increasingly profitable A year after the MobiTech 
campaign, a blog post entitled “I’ve hit the 10,000 dollar 
mark!” reports on her success For new viewers of the blog, 
the post contains a detailed explanation of her WOMM 
participation 


I started domg paid blogging because I’ve been off work 
since December 4th 2005 due to Crohn's I still have a job 
as an ER nurse, but I’m unable to perform my duties 
because I’m simply too ill I was getting sick pay and 
then medical unemployment for a while, but the money 
ran out by July 2006 So last October, as our situation 
started to become desperate I went searching for another 
way to make money Something that wouldn't be too hard 
for me to do I came across Payperpost and decided to try 
it Don't get me wrong—4t's not easy work, but it’s cer- 
tainly easier than 12 hour ER nursing shift! This year I 
really can see that I could make a living off my websites 
(blog post June 15, 2007) 


This explanatory post garners 51 comments, all congrat- 
ulatory Judith's personal narrative as a Sisyphean figure— 
repeatedly making progress only to be overwhelmed by Hl- 
ness or il] fate—is reflected in many of the comments, 
which frame her WOMM activity as heroic. For example, as 
"Antonella" writes, 


Congrats! That ıs certainly a great accomplishment! My 
sister also has Crohn's and 1s finally in remission after a 
couple years It 1s great that you have been able to 
make money while dealing with your health Good luck 
with meeting your goals, I’m sure you won't have any 
problem getting there and beyond! (blog comment August 
13, 2007) 


Summary of Findings 


As the WOMM campaign 1s incorporated into the publicly 
displayed character narratives of bloggers such as Frank, 
Alicia, Carrie, and Judith, among others (see Table 1), we 
find that a complex pattern emerges The character narrative 
forms the backbone of blog content and contains the recol- 
lection, development, and representation of more short-term 
“life projects" and longer-term “life themes" (McCracken 
1987, Mick and Buhl 1992, Schau and Gilly 2003) related 
to lifelong goal pursuits that are commonly called “identity 
projects" (eg, Thompson 2005, Thompson and Tambyah 
1999) 

Each blog contains a particular history and perspective 
in its character narrative, this narrative attracts a certain 
audience and plays a part 1n setting the audience’s expecta- 
tions Importantly, in each case, the character narrative 
transforms the substance and form of the WOMM cam- 
paign In addition, we observe explicit differences in the 
way that members of the online communities respond to the 
WOMM campaign This suggests that there 1s a larger dis- 
course taking place about WOMM campaigns 1n general, 
including their rules and ethical 1mplications 

We find that the bloggers and community members are 
simultaneously flattered and threatened to be selected as 
WOMM campaign participants Bloggers are faced with the 


new paradox that results from being recruited as a type of 
marketer, and the resulting dual role of consumer-marketer 
colors the way blog narratives present their 1nvolvement 1n 
the campaign This dual role is particular to WOMM and 
the network coproduction model we developed 

Some bloggers attempt to share their good fortune, oth- 
ers write as if they are entitled to receive this honor Still 
others analyze WOMM as an important development in 
blogging or explain their recruitment as a lucky opportunity 
in light of their dire need However, as they write about the 
product and the WOMM campaign that supports ıt, the 
bloggers cannot ignore that WOMM has intruded into their 
discursive domain, transforming interpersonal communica- 
tions into an intended persuasion effort It 1s to these char- 
acteristics of the WOMM campaign and their implications 
for our theoretical understanding of the phenomenon that 
we now turn 


Narrative Response Strategies 
Associated with WOMM 


Adherence to Communal Versus Commercial 
Norms 


Word-of-mouth marketing 1s based on the assumption that 
marketers can harness the credibility of consumer-to- 
consumer WOM The role of identity 1n online WOM has 
been studied frequently (Dellarocas 2003, Forman, Ghose, 
and Wiesenfeld 2008, Wang and Fesenmaier 2003), with 
generally mixed results, because many online communities 
previously allowed and even emphasized varying degrees of 
anonymuty Yet newer forums of online community, such as 
social networking sites, emphasize ongoing contact with 
familtar participants 

Our findings indicate that identifying with and adhering 
to “communal norms" 1s critical for a consumer to “evaluate 
a reviewer” (Forman, Ghose, and Wiesenfeld 2008, p 311) 
Rettberg (2008) suggests that blogs constitute a social net- 
work that 1s not only about the sharing of information but 
also about building trust, friendship, and alliances Over 
time, the practices that come to conventionalize information 
exchange, such as the length of posts or the use of photos, 
form the basis of more extensive and implicit social norms 
Bloggers are expected to conform to those communal 
norms and to post messages appropriate to their forums 
However, as Kozinets (2002, p 22) notes, broader social 
tensions are evoked when marketplace relationships mix 
with communal cultures “As the self-interested logics of 
the market have filtered into communal relations, they have 
been accused of increasingly undermining the realization of 
the sharing, caring communal ideal” 

Many researchers have written about the increasingly 
intertwined or embedded nature of commercial logic and 
social relationships (Frenzen and Davis 1990, Grayson 
2007, Marcoux 2009, Muñiz and O’Guinn 2001, Price and 
Arnould 1999, Schau, Muñiz, and Arnould 2009), and this 
is demonstrated throughout our findings as an inherent chal- 
lenge associated by definition with all community-oriented 
WOMM A tension shapes the varteties of WOMM 
response, and the source of the conflict 1s the dual role of 


the communicator The communicator—An this article, the 
blogger—is asked to act both as a continuing community 
member and as a marketing agent Prior marketing theories 
that psychologically account for consumers' resistance are 
based on a view of marketers who clearly and directly seek 
to influence the attitudes and purchases of consumers (e g , 
Fnestad and Wright 1994) Yet in WOMM, in which the 
consumer 1s required to be a type of consumer—marketer 
hybrid, the traditional social contract that maintains market- 
place relationships at a distance from communities 1s vio- 
lated, creating great tension 

As a result of this tension, we find that WOM communi- 
cators invariably take WOMM messages and meanings and 
then alter them to make the marketing message more believ- 
able, relevant, or palatable to the community Our findings 
suggest a set of theoretical propositions 1n which successful 
WOMM depends on this transformation from persuasion- 
oriented, market-generated, sales objective-oriented "hype" 
to relevant, useful, communally desirable social 1nformation 
that builds 1ndividual reputations and group relationships 
In this transformation of a market narrative into a social 
one, the WOM communicator performs three services valu- 
able to the marketers (1) communicating the marketing 
message, (2) staking his or her reputation and trust relation- 
ships on the marketing message, and (3) converting the 
marketing message—through language, substance, or 
tone—to conform to the norms and expectations the com- 
munity has developed Prior research has tended to focus 
almost exclusively on the first role, namely, message 
spreading Less often has 1t considered the second role, and 
rarer still 1s the cultural focus on the third Yet, by under- 
standing the patterns behind the narrative transformation of 
marketing messages, we gain increased understanding of 
and ability to manage WOM 


Descriptions of Factors and Narrative Strategies 


Why do WOMM blog posts take the form that they do, and 
what does this tell us about WOMM? The answer to these 
questions lies 1n the interaction of the community-level factors 
of narrative, forum, norms, and promotional elements man- 
ifest 1n two other narrative elements (1) the interpersonal 
orientation of the WOM communications and (2) 1ts adapta- 
tion or acknowledgment of the commercial-communal ten- 
sion associated with WOMM Although the outcomes are 
complex and underdetermined, commercial—communal ten- 
sion requires a response at this individual level of character 
narrative, and this response assumes a particular structure 
depending on other important characteristics of the 
medium To maintam a trustworthy relationship with other 
community members, WOMM communicators balance pro- 
motional messages with the need to exhibit a consistent 
character narrative and to conform to forum standards and 
communal norms Again, because WOMM 1s based on the 
belief that marketers can harness the inherent credibility of 
consumer-to-consumer communication, understanding this 
dynamic, and particularly the need to balance commercial- 
communal tensions, 1s critical for successful practice 

As Figure 3 illustrates, we find 1n our data a pattern of 
four different types of communication strategies First, we 
have a narrative strategy, exemplified by the blogs of Alicia, 
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FIGURE 3 
Narrative Strategies for the Communal Reference Expression of WOMM 
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Communication Strategies 
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*Awareness of cultural tension explicitly signals 
awareness of cultural tension between WOM 
marketing goals and community orientation 
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Commercial- 
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Jasper, and Joseph, that we call evaluation The evaluation 
strategy deals with cultural anxiety by avoiding it, the 
WOMM campaign 1s minimized through concealment, and 
attention 1s drawn to the good or service rather than to the 
marketing campaign This WOM strategy 1s aimed at retain- 
ing affiliation with bloggers’ audiences through acknowl- 
edgment of their communities’ needs and goals Communi- 
cators affirm their leadership position by attempting to 
demonstrate that their information and opinions are trust- 
worthy Yet, in ignoring the moral tension inherent in 
WOMM, the evaluative strategy can backfire, generating 
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Cultural — — — —»- Explicit 


Tension 


reader-blogger tension The community attempts to recon- 
cile the question of why one of its members would deem- 
phasize or obscure their other interests and may read the 
source as having ulterior motives This disparity, coupled 
with the apparent incongruity of the blogger benefiting at 
the individual level while professing a communal orienta- 
tion, can result 1n explicit hostility 

Second, there 1s the "embracing" strategy, which 1s evi- 
dent in the blogs of Carne, Franklin, and Svetlana Their 
narratives also keep the cultural anxiety implicit, but they 
mention the WOMM campaign and their participation in it, 


using terms of enthusiastic acceptance These narratives 
offer a bold, self-interested justification alongside their 
open adoption of the dual role as a consumer and marketer 
The embracing strategy adopts the professional language 
and terms of marketing and also often 1ncludes requests for 
further opportunities to promote other products Our find- 
ings indicate polarized communal responses to this strategy 
Some find the honesty and self-interest refreshing, particu- 
larly when it fits well with the existing narrative, forum, and 
norns However, there were also many unfavorable 
responses, particularly when elements of the WOMM pro- 
motions—for example, its exclusivity—were not congruent 
with prior narrative themes, such as those of friendliness 
and inclusion In these cases, the trustworthiness of the 
communicator was often called into question 

Third, the blog narratives of Judith, Troy, and Shane 
demonstrate the "endorsement" strategy In this communi- 
cation approach, bloggers express and acknowledge the 
commercial-communal tension through a strategy of dis- 
closure of the WOMM campaign and their participation 1n 
it Furthermore, their narratives signal an awareness of mar- 
keters’ intentions and acknowledge that they may not be in 
the best interests of the community However, they also 
attempt to discharge these concerns with a justifying argu- 
ment of need An individualistic orientation 1s adopted in 
which the communicator argues for his or her own self- 
interest, often through a communal appeal for assistance, 
support, and understanding These bloggers also adopt a 
professionalized promotional language and signal a willing- 
ness to favor other marketing requests In our data, this type 
of strategy does not seem to arouse hostility 1n blogs— such 
as Judith’s—that are able to connect emotionally with com- 
munity members In other blogs, in which the narratives 
were less convincing and/or the communal norms were v10- 
lated, these appeals have been much less successfully 
received 

Fourth, the blog narratives of Frank, Sammy, and Randy 
exemplify the most open and communal WOMM communi- 
cations strategy, which we call "explanation " In the expla- 
nation strategy, the narratives openly disclose the presence 
of the WOMM campaign and analyze the various commu- 
nal impacts of participation in ıt The bloggers explicitly 
acknowledge and discuss the potential conflict of interest 
associated with WOMM, but they do so while asserting the 
importance and interests of their communities 1n a manner 
that affirms their own value to the community as a safe or 
preferred source of information In this way, the communt- 
cator demonstrates continued shared affiliation with other 
members ın the community and presents the WOMM cam- 
paign 1n a way that might even lead to the strengthening of 
communal ties Community members were either positive 
or neutral regarding the WOMM campaign, whose charac- 
teristics and pros and cons had already been carefully ana- 
lyzed and democratically discussed 

In general, we find that the intrusion of commercial 
"hype" presents a type of moral hazard when it contains the 
inappropriate and unsanctioned mixing of dominant norms, 
such as sharing, caring, or market exchange Word-of- 
mouth marketing communicators are tempted to assume 
dual and potentially 1nappropriate roles Our results suggest 


that the potential communal disruptions of WOMM follow 
a discernable pattern that we can now proceed to elaborate 

In contexts 1n which communal norms are accepting or 
favorable toward the marketplace—as they are in many 
brand communities, consumer tribes, and fan gatherings, as 
well as in many larger, for-profit, or commercially spon- 
sored communities—embracing and endorsing strategies 
are viewed favorably Because these communities’ norms 
are supportive of commercialism and consumerism, audi- 
ences expect these narratives and respond favorably Alter- 
natively, communities whose norms are resistant to profit 
motives and the logics of the marketplace—such as those 
that are particularly tight-knit or secretive, personable, 
local, and “caring and sharing”—resist the blatant commer- 
cialism and self-promotion of an embracing strategy that 
threatens their norms Expectations are communally cen- 
tered and not marketplace related or even individualistically 
driven We find that these communities respond much more 
favorably to the explicit explanation narrative 

The communications forum 1s another 1mportant factor 
influencing WOM narrative and communal response Not 
surprisingly, when the forum involves an inherent vulnera- 
bility or intimacy on the part of the communicator, such as 
the inevitable disclosures that accompany the chronicling of 
an illness, the audience’s resulting support and sympathy 
provide latitude for a successful explanation or endorse- 
ment strategy Alternatively, when the communications 
forum 1s less personal—for example, one that primarily 
provides lifestyle or entertainment content—the audience 
may be more likely to respond well to the commercial nar- 
rative of the embracing strategy Simularly, if the forum 
tends to be a site driven by technical information, the 
forum’s audience expects an evaluation narrative and, 
accordingly, responds positively 

As we have demonstrated in our analysis of blogger sce- 
narios, communicators establish particular types of narra- 
tive styles that can be interpreted as enacting particular 
character types Each character type requires a specific per- 
formance of the blogging practice (Reckwitz 2002) that 
consists of certain behaviors, understandings, and emotions 
that are socially constructed and communally understood 
(Schau, Muñiz, and Arnould 2009) Subject to the influence 
of other factors 1dentified 1n our model, these established 
character types are likely to yield particular responses to 
WOMM promotions because the communicator seeks a 
consistent representation that conforms to the practices he 
or she has established with the audience Thus, we observe 
how a conscientious citizen journalist and community new- 
comer manifests a thoughtful explanation strategy, how a 
humble mother who “tells it like 1t 1s” encounters friction 
using an outspoken evaluation strategy, how a narcissistic, 
self-proclaimed expert expresses WOMM by assuming an 
embracing strategy, and how a sympathetic, “making-ends- 
meet" professional blogger successfully employs an 
endorsement strategy 

Finally, the type of WOMM promotion, including the 
product type, must be considered Technology and other 
high-involvement products would tend to naturally inspire 
more evaluation, while fashion and entertainment products 
result 1n more embracing narratives Because of their 
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explicit commercialism, hard-sell offers result in more 
explanation and evaluation, while soft-sell, long-term 
brand-building campaigns, such as funny, viral, or embed- 
ded advertising created to be spread rapidly among large 
numbers, inspire endorsing or embracing narratives (1f any) 
Word-of-mouth marketing programs that overtly seek rec- 
ommendations, mentions, or reviews may encourage narra- 
tive responses using the evaluation strategy 


Theoretical Implications 


Consumers who communicate marketing messages to other 
consumers were previously assumed to engage in this 
behavior as a result of altruism or reciprocity or to attain 
higher status (Dichter 1966, Engel, Kegerreis, and Black- 
well 1969, Gatignon and Robertson 1986) Our investiga- 
tion reveals something else Motivations to participate 1n the 
bold new world of network coproduction of WOM are more 
complex and culturally embedded, shaped by communal 
interests and communicative orientations and charged with 
moral hazard Along with previously identified factors, such 
as personality and general communal involvement (Wang 
and Fesenmaier 2003) or desire for social interaction or 
economic incentives (Hennig-Thurau et al 2004, Wang et 
al 2007), WOM communicators in our research demon- 
strate their need to balance inherent commercial-communal 
tensions while being consistent with the character elements 
of their ongoing narrative These findings also question 
Brown, Broderick, and Lee’s (2007) suggestion that a Web 
site, rather than a person, 1s viewed as the primary actor in 
online WOM Similar to Wang and colleagues’ (2007) 
online retailer avatars, relationships in blogging communi- 
ties are personal However, as our research reveals, WOM 
communicators who garner positive responses are not sim- 
ply personal, they are personal in a communally appropriate 
manner 

Our findings generate several propositions for further 
verification and testing We find that WOMM messages and 
their attendant meanings will be altered by communicators 
in ways that are attuned to a range of different individual 
and communal factors We determine that character narra- 
tives, communications forums, and communal norms are 
key elements interacting with the WOMM promotion to 
manifest particular forms of WOM narrative This research 
identifies four distinct strategic patterns that communicators 
use evaluation, embracing, endorsement, and explanation 
Our analysis of reader comments and responses suggests 
that a positive communal attitude toward a WOMM mes- 
sage will be a function of the way that ıt (1) 1s consistent 
with the goals, context, and history of the communicator’s 
character narrative and the communications forum, or media, 
(2) acknowledges and successfully discharges commercial— 
communal tensions or offers a strong reason an individual- 
istic orientation 1s suitable, and (3) fits with the commu- 
nity's norms and 1s relevant to 1ts objectives 

Word-of-mouth marketing operates through a complex 
process that transforms commercial information into cul- 
tural stories relevant to the members of particular communi- 
ties This research explores this process 1n only one limited 
context (1e , the online context) and for only one marketing 
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campaign, doing so at a time when this form of marketing 
was still novel and focusing our data collection almost 
exclusively on textual data rather than, for example, photo- 
graphic, graphical, or audiovisual data These limitations 
also lead to opportunities Research that examines the 
WOMM phenomenon in different and new contexts, both 
online and off, across, for example, social networking sites 
and in-home parties, using combinations of advanced visual 
and textual analysis, will help further our understanding and 
guide our management of this increasingly 1mportant form 
of marketing 


Managerial Implications 


This research offers several practical suggestions for man- 
agers and marketers employing WOMM campaigns and 
techniques across all forums, not only online Our major 
findings question marketers’ fundamental assumptions 
regarding WOM, represented by the common use of terms 
such as “amplification” to discuss marketing’s impact on 
WOM Amplification assumes a simple quantitative 
increase in frequency of an intact marketing message, simi- 
lar to increasing gross rating points on ad spending Indeed, 
as our interview with Buzzablog’s manager suggested, posi- 
tive blogger mentions were interpreted as key indicators of 
the success of this campaign However, our model suggests 
that a particular WOMM promotion must be presented ın a 
manner that 1s congruent with the ongoing character narra- 
tive, communications forum, and communal norms prevalent 
in that WOM environment This theory draws managerial 
attention to the importance of working with a deep knowl- 
edge and awareness of the network coproduction of market- 
ing messages and meanings through consumer-generated 
narratives 

Measurement and classification of the different types of 
character narratives and communications forums available 
to marketers 1s a necessary first step to the implementation 
of this understanding For example, we discussed several 
character narratives, providing a rudimentary classification 
of blogger archetypes the citizen journalist, the tell-1t-like- 
itis mother, the satirical exhibitionist, the making-ends- 
meet professional blogger, and so on There are undoubt- 
edly many other character types that managers should 
explore, classify, and develop, not only across blogs or 
online communities but also across all media Similarly, we 
discussed communications forums as belonging to particu- 
lar types the technology forum, the mommy forum, the 
relationship forum, the personal life crisis forum, and so on 
Each of these forums responds to and fits into preexisting 
narrative expectations on the part of the audience, while 
accommodating the need for complexity and variety 
through hybridized forms 

Understanding and respecting communal norms is also 
important Although this research focused on one particular 
dimension—the resistance and acceptance of commercial 
values—a range of other norms and values could be 
explored, classified, and related to particular outcomes, 
such as reciprocity, trust, or the role of authority Depending 
on the context, including the product bemg marketed and 


the target market, managers should proactively explore the 
norms associated with the respective communication forum 

Finally, we explored a WOMM campaign tbat had spe- 
cific characteristics, including the stipulation that bloggers 
were not mandated to blog about the seeded product, they 
were allowed to include positive and/or negative comments, 
and the manufacturer and marketing agency were open to 
disclosure Managers should consider carefully the 1mplica- 
tions associated with these types of details, particularly 
their impact on commercial-communal tensions Many 
other types of campaigns are possible, and the classification 
and theoretical understanding of each over time through 
research and practice will lead to 1mproved effectiveness 

Importantly, our research results suggest that managers 
have an opportunity to encourage particular narrative strate- 
gies that may be ideal for their product and/or their cam- 
paign Managers should begin to work with an understand- 
ing of WOMM's cultural complexity by seeking to foster 
and develop particular kinds of WOM narrative. strategies 
that are congruent with particular communicator character 
types and community norms and practices Evaluation and 
explanation narratives are congruent with communally or- 
ented communicators who are part of "caring and sharing" 
communities Alternatively, an embracing or endorsement 
narrative fits with an individualist communicator participat- 
ing in a community favorable toward the marketplace 
Finally, managers need to attune the type of WOMM pro- 
motion form itself to the characteristics of the WOM envi- 
ronment Hard-sell offers would lend themselves to narra- 
tive strategies of explanation and evaluation, while 
embracing and endorsing narratives would be congruent 
with soft-sell, long-term brand-building campaigns 

Our findings complicate the current prediction and mea- 
surement of WOMM success Common sense may encour- 
age managers to amplify positive and minimize negative 
WOM regarding their products However, recent research, 
including ours, highlights that successful WOMM cam- 
paigns may embody more than a simple abundance of posi- 
tive mentions Sometimes, WOMM communicators include 
negative information, perhaps partially to negotiate cultural 
tension or, as Schlosser (2005) contends, to enhance their 


credibility Liu (2006) argues that the volume of online 
WOM mentions, rather than their positive or negative 
valence, best predicts product success However, the narra- 
tive strategies of evaluation, embracing, endorsement, and 
explanation offer different ways of understanding process 
and outcomes than positive or negative mentions They por- 
tray a multidimensional process of personal and communal 
storytelling, an ongoing conversation that WOMM simulta- 
neously facilitates and interrupts They suggest that men- 
tions are not all created equal, and therefore appreciation 
for the cultural side of this process and understanding of its 
particular elements will likely lead to more sophisticated 
assessment of the narrative outputs of these campaigns 
These changes are already beginning, as forward-looking 
marketers (such as those at Buzzablog and MobiTech) are 
already assessing engagement, persuasion, and interaction 
instead of measuring simple raw impressions. Furthermore, 
there 1s an opportunity for marketing managers to focus on 
the valuable qualitative insights that emerge from such 
online WOMM programs Because blogs and other social 
media forums constitute a (semi)permanent archive of con- 
sumers’ WOM, managers can mine the conversations for 
consumer insights into their products and even into their 
marketing programs 

Whether conducted online or offline, WOMM should be 
viewed as an inextricable form of marketing that includes 
such fashionable—but, we believe, relevant—concepts and 
terms as prosumers, open-source marketing (Pitt et al 
2006), Wikinomics (Tapscott and Williams 2006), brand 
communities (Fournier and Lee 2009, McAlexander, 
Schouten, and Koening 2002, Muñız and O’Guinn 2001), 
and consumer tribes (Cova, Kozinets, and Shankar 2007) 
Marketing management 1s just beginning to adapt to this 
new age of the networked coproduction of marketing mes- 
sages and meanings, a notion that has become increasingly 
evident to managers 1n radically altered industries, such as 
advertising, music production, and newspaper publishing As 
it becomes increasingly recognized that few industries will 
remain untouched, we will increasingly understand how to 
supplement broadcasting of hypercommercial messages with 
the careful cultivation of consumers' narrative networks 
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Trying Harder and Doing Worse: How 
Grocery Shoppers Track In-Store 
Spending 


Although almost one in three U S households shops on a budget, it remains unclear whether and how shoppers 
track their in-store spending to stay within those budgets A field study and two laboratory studies offer four key 
generalizations about budget shoppers in grocery stores (1) They predominantly use mental computation 
strategies to track their in-store spending, (2) they adapt their mental computation strategy to the dominant range 
of price endings of items in their shopping baskets, (3) those who try to calculate the exact total price of their basket 
are less accurate than those who estimate the approximate price, and (4) motivated shoppers are less accurate 
than less motivated shoppers (because they tend to calculate rather than estimate the total basket price) A second 
field study demonstrates that shoppers who underestimate the total price of their basket are more likely to 


overspend, leading to negative store satisfaction 


Keywords budget shoppers, in-store spending behavior, mental computation, basket estimation, retail price setting 


ne in seven US households lives in poverty 
Q^ one 1n six can afford only basic necessities, 

such as housing, food, and health care ! This state 
of affairs suggests that nearly one in three U S households 
must carefully plan its budgets and spend accordingly 
(Arends 2008) 

Budget allocation and spending behavior models often 
implicitly assume that shoppers with budgets are knowl- 
edgeable about the total price of their shopping baskets as 
they shop (Bénabou and Tirole 2004, Ulkumen, Thomas, 
and Morwitz 2008) However, because shoppers' estimates 
of the prices of their shopping baskets mediate the relation- 


!In 2007, 37 3 million Americans (12 5%), or 17 9 million U S 
households (15 4%), lived ın poverty (see www census gov) 
Another 19 9 milhon households earned enough to pass the 
poverty threshold but less than $32,250 per year, which equals the 
average amount Americans spend on food, housing, health care, 
and personal 1nsurance and pensions 
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ship between budget allocation and actual in-store spend- 
ing, it 1s critical to understand whether and how they esti- 
mate this total price Inaccurate estimates could have 
notable implications for both consumer welfare (Heath and 
Soll 1996) and retail performance (Gómez, McLaughlin, 
and Wittink 2004) 

Yet, despite the importance of understanding how shop- 
pers on predetermined budgets might estimate the total 
price of their shopping baskets, 1t remains largely unclear 
whether, when, and how they keep track of in-store spend- 
ing This study has three objectives (1) to determine 
whether and when budget shoppers keep track of how much 
they spend while shopping, (2) to understand how they esti- 
mate the total price of their shopping baskets, and (3) to 
examine the implications of estimation biases for consumer 
welfare and retail performance We conduct this research ın 
the context of grocery shopping, for which people shop 
multiple times per month and often spend 15%-20% of 
their income on ten or more items per trip (Bell and Lattin 
1998) 

We structure the remainder of this article as follows 
First, after outlining exisung research on budget allocations 
and spending behavior, we describe a field study 1n which 
we find that most budget shoppers track their in-store 
spending using various mental computation strategies Sec- 
ond, the results of two lab experiments show that price end- 
ings, motivation, and estimation experience influence shop- 
pers' ability to assess the total price of their shopping 
baskets accurately Third, another field study reveals the 
implications of in-store estimates on spending behavior 
Fourth, we discuss the implications of these findings for 
consumer welfare and retail performance and propose a 
future research agenda 
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Shopping on a Budget 


Budgeting, which we define as earmarking portions of 
1ncome for specific uses, 1s common ın many households and 
especially prevalent in lower-income households (Bénabou 
and Tirole 2004) To avoid financial distress, almost one in 
three US households must carefully plan how to expend 
their income, though during recessions, this percentage 
increases considerably (see www census gov) 

In both marketing and economics fields, descriptions of 
budget allocations and spending behavior tend to rely on a 
budget constraint utility model, ın which consumers max1- 
mize their utility within their budget constraints (Hymans 
and Shapiro 1976, Kunreuther 1973) Budget allocation and 
spending behavior models often implicitly assume that bud- 
get shoppers know how much they spend while shopping 
(Du and Kamakura 2008, Frank, Douglas, and Poll: 1967, 
Hauser and Urban 1986, Heath and Soll 1996, Ulkumen, 
Thomas, and Morwitz 2008) We propose that because the 
relationship between budget allocations and in-store spend- 
ing is likely mediated by the shoppers’ estimates of the total 
price of their shopping baskets, we need a better under- 
standing of whether, when, and how budget shoppers keep 
track of their in-store spending, especially 1n the complex 
grocery shopping context 


Study 1: Do Budget Shoppers Track 

In-Store Spending? 
To assess whether, when, and how budget shoppers may 
keep track of how much they spend while shopping, we 
conduct an exploratory field study with 293 shoppers, who 
we intercepted at the end of their shopping trip in one of 
two supermarkets located in Atlanta Because budgeting 1s 
most prevalent among lower-income households, we 
selected one supermarket located in a zip code area with an 
average annual household income of $22,540 (1e, the 
poverty rate 1n the area 1s 35 7%) and another 1n a zip code 
area with an average annual household income that was 
more than twice as high, at $46 478 (1e, poverty rate — 
14 396) 2 


Method 


At different periods during the week, one of four trained 
interviewers approached shoppers and asked them to partic- 
ipate 1n a five-minute, university-supported research study 
on shopping behavior Respondents received a $5 incentive 
for their participation 

In the first question, the 1nterviewers asked participants 
whether they kept track of how much they spent while 
shopping for groceries Respondents were then asked to 
describe when, why, and how they did so After providing 


2A comparison of the sales prices of 50 stockkeeping units 
(SKUs) from the most consumed product categories sold 1n both 
stores indicated that the stores charged comparable prices (see 
Appendix A) The average sales prices of the 50 SKUs do not dif- 
fer ($3 75 versus $3 67, t = 1 20, p> 10), nor does the distribution 
of price endings (y? = 10, p > 10) Consistent with previous hit- 
erature (Schindler 2006), the price endings predominantly (71 096) 
range between $ 51 and $ 99 in both stores 


these open-ended responses, the respondents indicated how 
satisfied they would be with the store if they found out that 
they would have to pay more (less) than their estimated 
total (—5 = “very dissatisfied,” and 5 = “very satisfied") and 
who they would hold most responsible (—5 = “myself,” and 
5 = “the store”) We also determined how often the respon- 
dents shopped for groceries per month and how much 
money they spent on average shopping trips Finally, they 
indicated their age, sex, household size, and approximate 
monthly household 1ncome 

Two independent coders who were unaware of the 
research objectives classified and coded the open-ended 
responses, resolving any discrepancies through discussion 
Across the open-ended questions, the agreement between 
the coders was generally high (Cohen's x > 80, p < 01) 

The average age of the participants was 413 years 
(range 18—85 years), 50 296 were women, and their house- 
holds contained an average of 2 8 people Monthly house- 
hold income averaged twice as low 1n the lower- compared 
with the higher-income area ($1,823 versus $3,789, F(1, 
232) = 39 83, p « 01) Consistent with Engel's law, partici- 
pants 1n the lower-income area spent a higher percentage of 
their income on groceries than their higher-income counter- 
parts (20 9% versus 13 2%, F(1, 219) = 17 91, p< 01) 


Results and Discussion 


Do shoppers track in-store spending? Of the 293 par- 
ticipants, 84 6% claim to “at least sometimes" keep track of 
how much they are spending while shopping for groceries 
Those who track in-store spending report doing so during 
an average of 7 4 (SD = 2 7) of 10 grocery shopping trips 
Shoppers ın the lower-income area are more likely to keep 
track than those 1n the higher-income area (89 7% versus 
79 6%, %2 = 5 83, p < 05) 


Why and when do shoppers track in-store spending? As 
might be expected, the major reason respondents offer for 
tracking their in-store spending 1s budget constraint (87 6%) 
Of these, 36 3% always track their in-store spending, 36 7% 
pumarnly track when their total budget begins to run out 
(toward the end of the month), and 23 896 track dunng 
major shopping trips Shoppers in the lower-income area 
are more likely either to always track in-store spending 
(38 796 versus 33 696) or to track 1t when their total budget 
begins to run out (41 9% versus 31 0%), whereas those in 
higher-income areas are more likely to do so during major 
shopping trips (30 2% versus 17 796, %2 = 8 54, p < 05) 


How do shoppers track in-store-spending ? We 1dentify 
three distinct tracking strategies (1) mental computation 
(57 4%, “I add prices 1n my mind”), (2) calculators (26 4%, 
“T use a calculator’), and (3) shopping lists (14 5%, "I make 
a list before going to store") Shoppers 1n the higher-income 
area are more likely to use mental computation strategies 
(66 4% versus 49 2%, y? = 1174, p < 01) This finding 
may seem counterintuitive, but it reflects that shoppers 1n 
the lower-income area are more likely to use a calculator 
(35 2% versus 16 8%, y? = 11 71, p < 01) One ım seven 
shoppers purchases what he or she absolutely needs, which 
entails the use of a shopping list 
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The most dominant of the tracking strategies 1s mental 
computation More than 90% of those who rely on mental 
computation use a price-by-price approach, 45 2% round 
prices up (“I round all prices up to the dollar"), 240% 
round prices up and down to close denominations (eg, 
$ 00, $ 10, and $ 25, “I round to the closest $ 10”), 14 4% 
add the exact price of each item (“Add each item as I put it 
in the cart"), and 11 596 round prices down ("I round prices 
down to a whole dollar amount") 

Notable differences mark the two store locations (xy? = 
14 03, p « 05) Shoppers in the lower-income area are more 
likely to add the exact prices of all items (209% versus 
9 8%) and round prices to close denominations (32 6% ver- 
sus 18 0%) than they are to round prices down (9 3% versus 
13 1%) or up (30 2% versus 525%) These results suggest 
that shoppers in the lower-income area try harder to be 
more accurate 


Why do some shoppers never track in-store spending? 
Shoppers who claim that they never track their in-store 
spending also exhibit noteworthy differences depending on 
their income (X? = 8 61, p < 05) Whereas shoppers 1n the 
higher-income area predominantly 1ndicate that they do not 
track because they “don’t have to” (52 0% versus 25 0%, “I 
don't have to budget I make enough money"), their lower- 
income counterparts state that they do not track because 
they only buy absolute necessities (50 0% versus 32 0%, “I 
just shop for things I need and avoid things I don't") 


Do estimation biases have implications? When shop- 
pers must pay more than they expected, they tend to hold 
the retailer responsible (9 > 0,t— 4 4, p < 01) and feel dis- 
satisfied with the store (-1 1 «0,t2 63, p< 01) However, 
when they pay less than expected, they attribute the benefit 
primarily to themselves (-1 2 « 0, t2 6 2, p< 01), and their 
store satisfaction remains neutral (+3 ~0,t=12,p> 10) 
These results, which are consistent across both store loca- 
tions, confirm that estimation biases—especially underesti- 
mations that result in overspending—may have detrimental 
consequences for retailers 

The results of Study 1 demonstrate the relevance of 1n- 
store tracking Many shoppers keep track of their spending 
while shopping for groceries Some use calculators and 
shopping lists, but the most dominant strategy involves 
mental computation strategies These results pose two ques- 
tions Why do consumers tend to round prices up, and why 
are shoppers 1n lower-income areas more likely than their 
higher-income counterparts to try to calculate basket prices 
using exact prices? 

It 1s 1mportant to better understand how consumers rely 
on mental computation strategies as well as the conse- 
quences of doing so To accomplish this, we discuss the 
relevant literature and then present the results of two lab 
studies 


Computational Estimation 
Strategies 


When shopping 1n grocery stores, the chaotic, 1nformation- 
rich environment can tax a shoppers’ ability to calculate the 
total basket price (e g , Gourville 1998, Miller 1956) Exe- 
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cuting many arithmetic operations with multidigit prices 1s 
demanding (Hitch. 1978) and can produce physiological 
stress (Linden 1991), which likely results in estimation 
inaccuracies (Dehaene and Marques 2002) According to 
mathematical cognition researchers, shoppers may attempt 
to avoid this stress by using shortcuts or heuristics that 
enable them to estimate approximate total basket prices 
These computational estimation strategies (Dehaene et al 
1999) include (1) rounding prices down, (2) rounding prices 
up, (3) rounding prices to close denominations, (4) combin- 
ing compatible prices, and (5) multiplying a central price 
(Dehaene et al 1999, Dowker 1992, Rubenstein 1985) 3 


] Round prices down Shoppers may round prices down to a 
whole dollar amount and estimate the total basket price by 
adding the rounded prices (eg, $1 19 + $263 = $100 + 
$2 00 = $300) (Lemaire, Lecacheur, and Farol: 2000) 
Depending on the percerved cognitive costs (Stiving and 
Winer 1997), shoppers may adjust the final estimate to 
account for the rounded cents 


2 Round prices up Shoppers may also round prices up to a 
whole dollar amount and estimate the total basket price by 
adding the rounded prices (Lemaire and Lecacheur 2002) 
In this strategy, $1 19 + $2 63 equals $2 00 + $3 00, for a 
total of $500 Depending on the cognitive costs, people 
may assess the rounded cents, group them, and then adjust 
the total estimate accordingly 


3 Round prices to close denominations Shoppers also may 
round prices both up and down to close denominations, 
such as $ 25, $ 10, $ 05, and, even, $ 00 (Reys 1986) Thus, 
shoppers who round prices up and down to whole numbers 
($ 00) are also described by this strategy, while those who 
tend to round prices up or down to whole numbers are 
described with one of the previous two strategies Using our 
ongoing example, shoppers rounding prices to a close 
denomination might estimate the sum of $1 19 + $2 63 as 
$3 80, using $1 20 + $2 60 


4 Combine compatible prices Compatible prices add up to a 
number that 1s easier to calculate with (eg, $1 19+ $ 81. 
$2 00) Shoppers who track their 1n-store spending may try 
to 1dentify compatible prices, combine them, and then esti- 
mate the total basket price with these combined prices 
(Dowker 1992) For example, 1f a basket consists of 1tems 
with four prices—$1 19, $2 63, $ 82, and $1 43—a shopper 
might identify the following compatible numbers $1 19 + 
$ 82 1s almost $2 00, and $2 63 + $1 43 1s almost $4 00, for 
a basket estimate of $6 00 


5 Multiplying the central price Finally, ın a nonadditive strat- 
egy, consumers might estimate the total basket price by 
multiplying the number of items in the basket by a “central 
price,” around which the other prices cluster (Reys et al 
1982) Consider a basket containing four items priced at 
$1 19, $2 63, $ 82, and $1 43 (total basket price = $6 07) 
To estimate the total price, the shopper multiphes the cen- 
tral price of approximately $1 50 by the number of items 
(x4) to achieve an estimate of $6 00 In Table 1, we summa- 
rize these mental computation strategies 


3For ease of reading, we use strategy labels that differ from 
those proposed in mathematical cognition literature Rounding 
prices down ts the same as the front-end strategy, rounding prices 
up 1s better known as the rounding strategy, rounding prices to 
close denominations 1s the special numbers strategy, combining 
compatible prices 1s the compatible numbers strategy, and multi- 
plying the central price 1s often known as the clustering strategy 


TABLE 1 


Mental Computation Strategies to Determine the Total Price of Shopping Baskets 





Mental Computation 
Strategies 


Calculate exact total 
price 


Round prices down 


Round prices up 


Round prices to close 


Description 


Accurately add the actual price of each individual item to assess 
the exact total price of the basket 


Round the price of each individual item down to a whole dollar 
amount and add those rounded prices Toward the end, some 
money may be added to compensate for the rounded cents 


Round the price of each individual item up to a whole dollar 
amount and add those rounded prices Toward the end, some 
money may be subtracted to compensate for the rounded cents 


Round the price of each individual item up or down to close 


Example 


$1 19 + $2 63 + $82 + $1 43 = 
$6 07 


$1 19 + $2 63 + $ 82 + $1 
$1 00 + $2 00 + $ 00 + $1 
$4 00 (+$2 07) 


$1 19 + $2 63 + $ 82 + $1 43 
$2 00 + $3 00 + $1 00 + $2 00 
$8 00 (-$1 93) 


$1 19 + $2 63 + $ 82 + $1 43 


CE 
Q) s= 


O p 


jj ii 


denominations 


Combine compatible 


prices sum of these sets of prices 
Multiply the central Multiply the central price, or the price around which all prices 
price cluster, by the number of items 


The Adaptive Estimator 


We approach shoppers as adaptive estimators who alter 
their estunation strategies to the conditions on the basis of a 
cost-benefit analysis (Payne, Bettman, and Johnson 1988, 
1993, Shugan 1980) To do so, they likely consider the per- 
ceived complexity (costs) and accuracy (benefit) of using a 
specific strategy 1n particular conditions (Johnson and 
Payne 1985, Senter and Wedell 1999) 

In a prestudy, we determined that calculating the exact 
total basket price 1s not only perceived to offer the greatest 
accuracy but also considered the most complex strategy, the 
opposite perception emerges from multiplying the central 
price by the number of basket 1tems 4 Therefore, 1f shoppers 
select strategies solely on the basis of perceived accuracy 
(complexity), they should prefer calculating the exact total 
basket price (multiplying the central price), regardless of 
the estimation conditions. We propose, however, that shop- 
pers consider both costs and benefits, weigh the importance 
of accuracy against the cognitive effort required, and select 
the most congruent strategy—that 1s, the strategy they per- 
ceive as offering the best combination of accuracy and com- 
plexity, given the specific estimation conditions 

Although estimators may use multiple strategies in a 
particular estimation condition—for example, a shopper 
might accurately add a few prices but round up others— 
Study 1 and different pilot studies imply that many shop- 
pers rely on one dominant strategy 1n a given situation To 


*The 176 student participants 1n the prestudy rated the accuracy 
and complexity of six estimation strategies (see Table 1) These 
participants received a (randomized) list with instructions for each 
strategy and then used the first strategy on the list to estimate the 
total price of the first basket, which contained 19 products (each 
product presented sequentially) After the last item, participants 
rated the accuracy (1 = “not at all accurate,” and 9 = "very accu- 
rate") and complexity (1 = “very easy,” and 9 = “very complex") 
of that strategy, then moved on to the next strategy for the second 
basket, and so forth The same (randomized) prices appeared 1n all 
baskets 


denominations and add those rounded prices 


Identify sets of compatible prices, combine them, and add the 


n d 


$1 20 + $2 60 + $ 80 + $1 40 
$6 00 


$1 19 + $2 63 + $ 82 + $1 43 = 
($1 19 + $ 82) + ($2 63 + $1 43) = 
$2 01 + $4 06 = $6 07 


$1 19 + $2 63 + $ 82 + $1 43 = 
$1 50 x 4 = $6 00 


examune strategy variations across situations, we manipulate 
three context and task variables price endings, shoppers’ 
motivation to be accurate, and shoppers’ estimation experi- 
ence Next, we determine which estimation strategies 
emerge in which conditions and measure the estimation 
accuracy (benefits) and complexity (costs) of the strategies 
1n the specific conditions 


Impact of Price Endings 


In Study 1, we identify rounding prices up as the dominant 
strategy for estimating the total prices of grocery shopping 
baskets, which may reflect the dominant price endings (1e, 
$ 51-$ 99) ın these shopping baskets If shoppers weight 
the costs and benefits of a specific strategy 1n a particular 
price-ending condition, shoppers 1n different price-ending 
conditions could turn to different strategies, 1n that the per- 
ceived accuracy and complexity of the strategies likely 
depend on price endings Consider a marketplace, such as 
the Study 1 store sites, in which price endings predomi- 
nantly range from $ 51 to $ 99 (Schindler 2006, Stiving and 
Winer 1997) The shoppers likely perceive greater accuracy 
from rounding prices up than from rounding down (1e, 
rounding up $195 to $200 = $05 difference, whereas 
rounding down $1 95 to $1 2 $ 95 difference) The opposite 
perception might occur 1f price endings were to range from 
$ 01 to $ 49 (rounding up $1 05 to $2 00 = $ 95, whereas 
rounding down $1 05 to $1 = $ 05 difference) 


Impact of Motivation and Estimation Experience 


Incentives to improve performance tend to increase deliber- 
ation or attention to a problem, however, they also may hin- 
der performance by stimulating people to perform actions 
they simply cannot do (Tversky and Kahneman 1986) For 
example, increasing shoppers’ accuracy motivations could 
push them to calculate the exact total basket price Such 
motivated shoppers should be willing to incur more cogni- 
tive costs to achieve higher levels of accuracy, which likely 


Trying Harder and Doing Worse / 93 


explains why shoppers 1n lower-income areas tend to try to 
calculate the exact total basket price (as we show ın Study 
1) The consequences of overspending are more detrimental 
for these households However, despite their motivation to 
be accurate, the cognitively overtaxed shoppers may suffer 
greater bias and less accuracy than their less motivated 
counterparts because of the difficulty of calculating total 
basket prices accurately 

Adaptive estimation behavior also depends on prior 
experience with the estimation task (Payne, Bettman, and 
Johnson 1993) Estimation experience enables shoppers to 
experiment with different strategies and learn about the 
costs and benefits involved with each Therefore, shoppers 
who have experienced the complexity of calculating an 
exact total basket price may adapt their strategy and 1nstead 
approximate total prices of subsequent baskets 

We conduct two controlled shopping simulation studies 
to examine how shoppers might estunate the total pnces of 
their shopping basket In Study 2, we focus on the effects of 
price endings, and 1n Study 3, we examine whether and how 
motivation and estimation experience may influence esti- 
mation behavior and performance 


Study 2: How Price Endings 
Influence Estimation Behavior and 
Performance 


To investigate whether and how price endings influence 
estimation behavior and performance, we undertake a labo- 
ratory experiment, involving 126 undergraduate students 
who received credit for their participation. The average age 
of the participants was 21 2 years (range 18—33 years), and 
30 2% were women 


Method 


After entering the lab, participants learned that they would 
be presented with a shopping basket (three-second expo- 
sures to each product), for which they would estimate the 
total basket price and then describe, ın their own words, 
how they arrived at that estimate (Siegler 1987) 

We created four price-ending conditions for the experi- 
ment (see Appendix B) In one condition, the price endings 
range from $51 to $99, which approximates traditional 
grocery marketplaces The second condition includes price 
endings ranging from $ 01 to $ 49 The third condition cov- 
ers the full range of price endings, from $01 to $99 
Finally, to test whether shoppers note compatible numbers, 
we created a condition with sets of compatible prices, such 
as $ 02 and $ 98 The total price of the baskets remains con- 
stant across the (between-subject) price-ending conditions 

After being randomly assigned to one of the price- 
ending conditions, each participant reviewed a shopping 
basket with 19 different products, represented ın pho- 
tographs from a local supermarket? They viewed each 


3We identified these items in a prestudy with 30 participants 
from the same subject pool These participants 1ndicated grocery 
products that they bought regularly, a second prestudy revealed 
that the participants were familiar with the products listed (M — 
6 77 [1 = “not familiar at all,” and 9 = "very familiar?]) 


94 / Journal of Marketing, March 2010 


photo (along with the price) sequentially for three seconds 9 
After seeing the last product, the participants wrote down 
their estimates of the total basket price and 1ndicated their 
confidence in their estimate (1 = “not very confident,” and 
9 = “very confident”) Next, we asked about their perceived 
task complexity (“This was a complicated task,” “I had dif- 
ficulty keeping track,” and “This was a complex calcula- 
tion”) on nine-point Likert scales (1 = “totally disagree,” 
and 9 = “totally agree", Cronbach's @ = 93) 

The respondents described how they estimated the total 
basket price Two independent coders, who were unaware 
of the research objectives and study conditions, coded each 
open-ended response into one of seven strategies (1) calcu- 
late the exact total price, (2) round prices down, (3) round 
prices up, (4) round prices to close denominations, (5) com- 
bine compatible prices, (6) multiply the central price, or (7) 
other strategies They achieved 96 0% agreement (Cohen’s 
x= 86, p < 01) Finally, participants rated their product 
familiarity (1 = "unfamiliar," and 9 = “familiar”, M = 6 27) 
and provided the name of the supermarket where they did 
most of their grocery shopping None of these variables dif- 
fered across study conditions (p » 10), nor did the sex or 
age of the respondents 

We operationalize the estimation bias ($) as the differ- 
ence between the estimated and the actual total basket 
prices A positive (negative) estimation bias indicates that 
shoppers overestimate (underestimate) the basket price 
Estimation accuracy (%) equals the absolute estimation bias 
divided by the objective total basket pnce (Dickson and 
Sawyer 1990) 


Results 


Few participants (9 5%) tned to calculate the exact total 
price of the basket, yet they were unable to do so effectively 
and suffered the most bias (—$8 98 versus -$2 78, F(1, 
124) = 5 38, p « 05) and worst accuracy (18 85% versus 
8 74%, F(1, 124) 2 7 72, p « 01) compared with those who 
relied on any other estimation strategy In addition, they 
rated themselves as less confident (3 62 versus 5 64, F(1, 
124) = 12 98, p « 05) and as experiencing more task com- 
plexity (6 28 versus 4 31, F(1, 124) = 12 88, p « 05) 

Most participants relied on. computational estimation 
strategies, and 1n line with expectations, they adapted their 
strategy to the dominant range of price endings of items in 
the shopping basket (y? = 194 45, p < 01) (see Table 2) 
Shoppers round prices down ın the $ 01—$ 49 condition, 
round them up in the $ 51-$ 99 condition, and round them 
to close denominations in the $ 01—$ 99 condition In the 
condition with compatible prices, they note and combine 
them These are considered the congruent strategies, the 
strategies that most shoppers perceive to offer the best com- 
bination of accuracy and complexity, given the specific esti- 
mation conditions 

Relying on an apparently congruent strategy seems 
appropriate 1n terms of costs and benefits That 1s, congru- 


6Pretests suggest that time intervals of less than three seconds 
make it impossible to track the total price Intervals of more than 
three seconds reduce participant 1nvolvement, resulting 1n unreal- 
istic estimates and strategy descriptions 


TABLE 2 
Study 2: How Price Endings Influence Mental Computation Strategies 





Low 
Price Endings 
$.01-$.49 
(N = 32) 
Calculate exact total price 94% 
Round prices down 65 6% 
Round prices up 6 3% 
Round prices to close denominations 9 4% 
Combine compatible prices 6 3% 
Multiply the central! price 31% 
Other 0% 
Total 100 0% 


High Full Range of Compatible 
Price Endings Price Endings Price Endings 
$.51-$ 99 $.01—$.99 $.02 and $.98 
(N = 33) (N = 32) (N = 29) 
91% 9 4% 10 3% 
61% 31% 3 496 
69.796 3 196 3 496 
12 196 71 996 10 396 
3 096 096 72.496 
096 6 396 096 
096 6 396 096 
100 096 100 096 100 096 


Notes The percentages shown in bold highlight the congruent strategies—the strategies that most participants perceive as offering the best 
combination of accuracy and complexity, given the specific estimation conditions 


ent strategies yield the highest benefits, 1n the form of a 
reduced estimation bias (—$2 44 versus -$6 07, F(1, 118) = 
3 97, p < 05), increased estimation accuracy (7 77% versus 
15 2496, F(1, 118) = 10 71, p « 01), and higher confidence 
levels (5 72 versus 4 65, F(1, 118) 2 8 04, p « 01) Further- 
more, they lower costs 1n terms of the perceived task com- 
plexity (4 14 versus 4 80, F(1, 118) = 329, p « 10) (see 
Table 3) 

The significant interactions in Table 3 indicate that 
shoppers’ ability to assess the most congruent estimation 
strategy depends on the price-ending condition. The respon- 
dents are successful 1n all but one condition—namely, the 
$ 51—$ 99 condition, 1n which shoppers round price up, to 
their detriment These shoppers are more biased (—$7 05 
versus —$ 54, F(1, 31) = 308, p < 10) and less accurate 
(16 15% versus 5 83%, F(1, 31) = 325, p « 10) than those 
who rely on other strategies They also feel less confident 
(4 80 versus 6 38, F(1, 31) = 6 73, p < 05) However, we 
find no significant effect for estimation complexity (5 43 
versus 4 63, F(1, 31) = 82, p> 10) 


Discussion 


Some people try to calculate the exact total price of their 
shopping basket, but most participants instead rely on com- 
putational estimation strategies, which depend on the price 
endings of the products 1n their basket In deciding which 
strategy to use, the respondents seem to consider both accu- 
racy and complexity Whereas a focus on just one element 
would have increased the number of shoppers who either 
calculated the exact total price or multiplied the central 
price (as suggested by the prestudy), we find that people 
tend to be fairly conclusive ın their assessments of the most 
congruent strategy for different price-ending conditions 

In general, the use of a congruent strategy makes shop- 
pers more effective estimators than those who rely on an 
incongruent strategy, with one notable exception. Shoppers 
who round prices up when price endings predomunantly 
range from $ 51 to $ 99 achieve more biased estimates than 
those who rely on other strategies Study 1 confirms that 
people shopping 1n stores with these price endings predomi- 


nantly round up prices, therefore, we elaborate on the 
potential ramifications of this tendency for consumer wel- 
fare and retail performance in the "General Discussion" 
section 


Study 3: How Motivation and 
Estimation Experience Influence 
Estimation Behavior and 
Performance 


To examune the effects of motivation and estimation experi- 
ence on estimation behavior and performance, we conduct a 
second lab study with 209 undergraduate students, who 
received credit for their participation. Their average age was 
21 O years (range 18-29 years), and 36 1% were women 


Design 


To examine the effects of accuracy motivations, we created 
a between-subjects variable, such that half the participants 
received an envelope with $5 as they entered the lab (high 
motivation condition), along with instructions that indicated 
that they would be estimating the total price of two baskets 
and that, depending on their accuracy, they could earn up to 
$5 The $5 would be allocated in two equal parts to each 
basket ($2 50 per basket), with $ 25 subtracted for every 
$ 25 increment by which their estimate differed from the 
actual basket price Participants ın the low-motivation con- 
dition received no cash incentive For the within-subjects 
estimation experience variable, we asked all participants to 
estimate the total price of a second basket 

The price-ending conditions are the same as m Study 2 
Both baskets again contained 19 items, and the same prices 
applied 1n both baskets (randomized) However, during the 
debriefing, none of the participants suspected that the prices 
of both baskets were the same 


Procedure 


The basic procedure of Study 3 follows that of Study 2 
After entering the lab, participants learned that they would 
be presented with two shopping baskets with multiple prod- 
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ucts and asked to estimate the total price of each They 
received no intermediate feedback about their performance 
(Paese and Sniezek 1991) The items we used to measure 
perceived estimation complexity achieved high reliability 
(Cronbach's œ = 87), and the two independent coders 
reached 97 0% agreement 1n coding the responses (Cohen’s 
K= 87, p « 01) At the end of the study, participants rated 
their accuracy motivation (1 = “not very motivated,” and 9 = 
“very motivated’), those who received $5 were more moti- 
vated than those who did not (7 21 versus 6 21, F(1, 194) = 
19 56, p « 01) 


Results 


Shopping Basket 1. effect of motivation. The results we 
provide in Table 4 show that more motivated shoppers are 
more inclined to calculate the exact total basket price than 
less motivated shoppers (48 9% versus 9 8%, 4? = 3771, 
p « 01) That 15, more motivated shoppers are willing to 
incur more cognitive costs to be more accurate Despite 
their willingness to be accurate, the estimation performance 
of more motivated shoppers ends up being poorer than that of 
less motivated shoppers When we control for price endings 
and strategy congruency, multivariate analyses of variance 
reveal that motivation to be accurate increases estimation 
bias (~$2 17 versus —$6 33, F(1, 187) = 6 74, p « 01), reduces 
estimation accuracy (677% versus 13 3296, F(1, 187) = 
5 51, p « 05), reduces estimation confidence (5 59 versus 
4 43, F(1, 187) = 10 34, p < OL), and increases perceived 
task complexity (4 39 versus 4 89, F(1, 187) = 402, p< 
05) (see Table 5) 


Shopping Basket 2 effect of estimation experience and 
motivation A multinomial logistic regression analysis, with 
the estimation strategy as the dependent variable and esti- 
mation experience, motivation, and their interaction as the 
independent variables, reveals that the effect of experience 
on estimation behavior depends on the motivation to be 
accurate (Y? = 10 47, p < 05) As Table 4 shows, less moti- 
vated shoppers with experience barely change their estima- 
tion behavior, but more motivated shoppers with experience 
reduce their reliance on the calculation strategy Whereas 
48 9% of more motivated shoppers try to calculate the exact 
total price of Basket 1, only 3 2% use this strategy to esti- 
mate the total price of Basket 2 This change 1s less pro- 
found among less motivated shoppers (from 9 8% to 4 9%) 

The difference ın estimation performance between 1nex- 
perienced and experienced shoppers also depends on their 
accuracy motivation (see Table 5) We control for price end- 
ings and strategy congruency and conduct a repeated analy- 
sis of variance, which shows that the difference 1n estima- 
tion bias between inexperienced and experience shoppers 1s 
greater for more versus less motivated shoppers (-$6 33 — 
-$ 44 versus —$2 17 — —$1 93, F(1, 191) = 1046, p < 01) 
The same 1s true for estimation accuracy (13 32% — 3 7596 
versus 6 7796 — 6 02%, F(1, 191) = 15 48, p « 01) and esti- 
mation confidence (4 43 — 5 40 versus 5 59 — 605, F(1, 
191) = 290, p « 10) Experienced and more motivated 
shoppers are less biased (—$ 44 versus -$1 93, F(1, 191) = 
4 33, p « 05) and more accurate (3 75% versus 6 02%, F(1, 
191) = 5 66, p « 05) than experienced and less motivated 


Shoppers Despite their better estimation performance, 
experienced and more motivated shoppers feel less confi- 
dent (5 40 versus 6 05, F(1, 191) = 5 66, p < 05) than their 
experienced, less motivated counterparts 
Additional analyses suggest that the 1mprovement in 
estimation performance among more motivated shoppers 
results from shoppers who change their strategy For exam- 
ple, the estimation bias declines from -$3 29 to -$ 55 (p > 
10) among more motivated shoppers who use the same 
strategy to estimate the total prices of both baskets, whereas 
it falls from —$9 03 to -$ 39 (F(1, 44) = 372, p < 05) 
among those who change their strategy from the first to the 
second basket This finding suggests that estimation experi- 
ence primarily helps consumers identify better strategies 
rather than fine-tune their usage of a particular strategy 


Discussion 


The results of Study 3 indicate that simply trying to moti- 
vate a shopper to be more accurate 1s likely counterproduc- 
tive and may lead to even more bias and less accuracy 
More motivated shoppers seem to place more weight on the 
perceived accuracy of mental computation strategies and 
opt for what they perceive as the most accurate strategy, 
namely, calculating the exact total price of their shopping 
baskets Unfortunately, they are unable to use that strategy 
effectively 

Whereas motivation seems to have a counterproductive 
effect on estimation performance among inexperienced 
shoppers, it 1mproves performance among experienced 
shoppers They remain less confident than their experi- 
enced, less motivated counterparts, yet their estimation per- 
formance 1s significantly better Most of the improvement 
seems to derive from the shift in strategies, from calculating 
the exact total basket price to estimating an approximate 
price using one of the computational estimation strategies 

On average, shoppers underestimate total basket prices, 
regardless of the estimation conditions and their accuracy 
motivations If this underestimation tendency influences 
their spending behavior, it has critical implications for con- 
sumer welfare and retail performance 


Study 4: Effect of Estimation 
Biases on In-Store Spending 
Behavior 


To investigate whether estimation biases are related to 
in-store spending behavior, we intercepted 128 shoppers in 
checkout lines in a midwestern supermarket The store was 
located 1n a zip code area with an average annual household 
income of $52,628 (poverty rate = 9 796) The average age 
of the participants was 40 3 years (range 18-78 years), and 
85 2% were women 


Method 


One of three trained interviewers approached shoppers who 
were waiting ın checkout lines at different times during 
the week and asked them to participate ın a five-minute, 
university-supported study on shopping behavior Before 
completing the checkout process and paying for their gro- 
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ceries, respondents estimated the total price of their shop- 
ping basket and then answered a series of shopping-related 
questions pertaining to the number of times per month they 
shopped for groceries, whether they kept track of their 
spending while shopping, whether they had a maximum 
dollar limit that they planned to spend during this trip (1e, 
whether they were shopping on a budget), and, if so, how 
much they planned to spend ($) In addition, the interview- 
ers noted respondents’ age and sex After the respondents 
paid for their groceries, the interviewer investigated a copy 
of their receipt to determine the total basket price, handed 
the receipt to the shoppers, and thanked them for their 
participation 


Hesults and Discussion 


Budget shoppers are twice as likely to track their in-store 
spending than those who shop without a budget (77 8% ver- 
sus 367%, X? = 12 59, p < 01) To determine whether 
shoppers’ estimation biases were related to their in-store 
spending, we consider only budget shoppers who track their 
in-store spending (N = 46) because we need some spending 
norm to calculate any spending bias To correct for differ- 
ences in total basket prices (eg, larger versus smaller 
trips), variations in estimation biases associated with these 
different shopping trips (eg, smaller biases for smaller 
trips), and general response biases that may influence self- 
reported budgets and basket estimates, we standardize each 
individual measure 

Consistent with our expectations, we find a significant, 
positive correlation between estimation biases (estimated 
amount — actual amount) and spending biases (budget 
amount — actual amount) (r = 56, p < 01) As Figure 1 
shows, the more shoppers underestimate their total basket 
price, the more they overspend relative to their budget, 
more cautiously, they appear to be at an 1ncreased risk of 
spending more than their budget Thus, estimation biases 
may have implications for not just retail performance but 
also consumer welfare 


General Discussion 


In two laboratory studies and two field studies, we examine 
how budget-minded grocery shoppers track their in-store 


FIGURE 1 
Study 4: Price Estimates of Baskets Influence 
Spending Biases 
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spending The results suggest rich implications for con- 
sumer welfare and retail pricing and for understanding how 
shoppers use computational estimation strategies 

People adapt their strategies to the dominant range of 
price endings in their baskets By relying on the strategy 
they believe to be most congruent with a specific price- 
ending condition, they attain the most accurate estimates 1n 
all but one condition Therefore, price endings influence not 
only price perceptions (e g , Schindler 2006), sales demand 
(Anderson and Simester 2003), and price discount percep- 
tions (Coulter and Coulter 2007) but also, at the aggregate 
level, estimation behavior and performance 

The results further indicate that working memory con- 
straints may hinder shoppers’ ability to calculate the exact 
total price of their shopping baskets, resulting in more 
biased, less accurate, and less confident estimates than 
those attained by shoppers who rely on computational esti- 
mation strategies to estimate an approximate total price 
This unintended consequence may help explain the evident 
paradox between wanting to be more accurate and actually 
being more accurate Motivated estimators try harder, but 
they do worse Despite their greater inclination to calculate 
the exact total basket price, they cannot effectively employ 
this strategy The opposite 1s true for motivated shoppers 
with experience, they are more accurate because they more 
effectively rely on computational estimation strategies than 
experienced, less motivated shoppers 


implications for Consumer Welfare 


The process of budgeting 1s challenging because it forces 
people to make difficult trade-offs between spending money 
on necessities and nonessential luxuries (Kivetz and Simon- 
son 2002) Actually spending in accordance with such self- 
imposed budgets 1s even more cumbersome (Cheema and 
Soman 2006) To stay within budget, shoppers must know 
how much they are spending, and these estimates directly 
determine how much they spend 

When consumers are inaccurate, they suffer conse- 
quences First, shoppers who overestimate the total basket 
price likely spend less than they budgeted for—that 1s, they 
do not maximize their own utility under the budget con- 
straint (Hymans and Shapiro 1976) Furthermore, they 
might reallocate the “saved” money to a different (mental) 
account (Soman and Cheema 2001), which could entail a 
financial loss for the retailer Second, shoppers who under- 
estimate the total basket price are more likely to spend more 
than their grocery budget, in which process they uninten- 
tionally reallocate more money to the “grocery account” 
(Soman and Cheema 2001) In turn, this reallocation may 
trigger a chain of budget and spending decisions that could 
cause shoppers significant financial distress 

Across the studies we report, shoppers consistently 
underestimate the total price of shopping baskets, which 
puts them at risk for spending more than they budgeted 
Those who try to calculate the exact total price of their bas- 
ket appear to be at the greatest risk of underestimating the 
total price, by up to $898 (189%) Because motivated 
shoppers appear to be most inclined to calculate the exact 
total basket price, the results indicate that shoppers with 


tight budgets, who are most motivated to be accurate, may 
also be most at risk for spending more than their budget 

Estimation experience helps shoppers become more 
effective and confident estimators, but not all experienced 
estimators rely on the most congruent strategies Therefore, 
there may be some value in training shoppers In general, 
training people about the principles of decision making, sta- 
tistics, and mental computation enhances performance 
(Reys 1986), it also may improve basket estimations Edu- 
cating shoppers about computational estimation strategies 
may enable them to become more informed shoppers, turn- 
ing wild guesses into more educated ones In turn, con- 
sumer welfare should improve because shoppers can maxi- 
mize their utility given their budget while minimizing the 
likelihood of spending more than they can afford 


Managerial Implications 


Consequences For many retailers, price-setting strate- 
gies are one of their top priorities (Bell and Lattin 1998) In 
general, retail price-setting strategies are molded by 
research that focuses on the consequences of price endings 
for individual items rather than for a shopping basket that 
contains multiple items This research provides unique 
insights that suggest instead that setting prices one item at 
the time could have negative consequences for retailers 

In general, research on the effect of price endings 
assumes that shoppers 1gnore, or pay less attention to, the 
rightmost two digits when evaluating the prices of 1ndivid- 
ual products (Monroe 2003) Therefore, pricing products at 
$01 below a whole number (eg, $4 99 instead of $5) 
increases purchases of individual items (Anderson and 
Simester 2003) Retail managers often receive advice to use 
high numbers, such as 9, 1n price-ending digits to maximize 
their profitability (Gedenk and Sattler 1999, Stiving and 
Winer 1997) Although this price-setting strategy may 
maximize profitability with respect to individual items, 3t 
does not necessarily do so for the overall shopping trip 
Shoppers may ignore the rightmost digits when evaluating 
the prices of individual items, but our research suggests 
they do not when they estimate the total basket price 
Instead, the price-setting strategy stimulates shoppers to 
round prices up to whole dollar amounts, putting them at 
risk to overspend, which may negatively influence their per- 
ceptions of the retailer and, thus, retail performance 


Possible solutions Setting retail prices 1n. accordance 
with research into the prices of individual items alone may 
have negative consequences for retailers In addition to 
changing their price-setting strategies, retailers should con- 
sider helping customers become more accurate estimators 
by informing them about and traming them on computa- 
tional estimation strategies Retailers also could invest in 
the growing array of technical solutions that enable shop- 
pers to track in-store spending accurately For example, 
shopping cart scanners enable shoppers to track the total 
basket price exactly while they shop (e g , www cuesol com) 

Alternatively, retailers might benefit from the growing 
number of products that are marketed with radio frequency 
identification (RFID) tags A 2004 survey of UK con- 
sumers indicated that 72% would accept RFID tags on 


products 1n exchange for better tracking of their in-store 
spending totals (www infosys com) By enabling customers 
to become more confident and accurate estimators, retailers 
help 1mprove consumer welfare and mitigate the potential 
negative consequences of common price-setting strategies, 
especially during economic downturns These recommenda- 
tions pertain mainly to shoppers who intend to track their 
in-store spending, research on the implications of these 
solutions for shoppers who normally do not track how much 
they are spending 1s also necessary 


Limitations and Directions for 
Further Research 


Because this research addresses an 1mportant topic 1n a new 
research area that has received little prior attention, our 
empirical findings, though clear and unequivocal on their 
own, represent a starting point for further research into the 
in-store tracking behavior of shoppers 1n general and their 
reliance on mental computation strategies specifically For 
example, our lab findings should be tested 1n an actual gro- 
cery context to confirm the external validity of the effects of 
price endings and motivation. Extending this research to 
other contexts and additional consumer groups might help 
generalize our understanding of how people determine the 
total prices of their shopping baskets For example, research 
might examine whether shoppers use the same strategies 
during different types of shopping trips (e g , groceries ver- 
sus durables, planned versus unplanned trips) and whether 
they use computational estimation strategies during shop- 
ping trips for fewer 1tems Although computational estima- 
tion strategies may seem less relevant when shopping for 
only a few items, research suggests that the complexities of 
adding just two prices can induce people to rely on them 
(Dehaene and Marques 2002, Hitch 1978) 

This research strongly suggests that people rely on a 
dominant strategy, but added research could examine 
whether, to what extent, and in which conditions people 
actually use multiple strategies In this sense, 1t would be 
critical to learn more about the individual computational 
estimation strategies When rounding prices up or down toa 
whole dollar amount, when and how do people determine 
by how much to correct the final estimate to account for the 
rounded cents? When rounding prices to close denomina- 
tions, what determines the specific denomination? When 
combining compatible prices, how compatible must the 
prices be (eg, $1 20 and $ 80 versus $1 22 and $1 83)? 
When multiplying the central price by the number of basket 
items, how do people determine the central price, and how 
accurate are they? A better understanding of these 1ndivid- 
ual estimation strategies will yield insights into the discrep- 
ancies between the objective accuracy of a strategy— 
obtained by strictly applying the estimation strategies—and 
the subjective accuracy—obtained by the shoppers who 
apply the strategy 

The relationship among price endings, perceived esti- 
mation accuracy, and the complexity of the individual esti- 
mation strategies also demands closer examination to deter- 
mine what makes people believe that a particular strategy 
will be most accurate and least complex, given an individ- 
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ual price ending or set of price endings, as well as how long 
it takes them to make this determination Finally, research 
should investigate how shoppers weigh the costs and bene- 
fits of using a strategy 1n a specific estimation context 

Because of the negative ramifications of underestimated 
basket prices for both consumer welfare and retail perfor- 
mance, ıt seems relevant to gain a better understanding of 
why people tend to under- rather than overestimate total 
basket prices Considering the real-world relevance, specific 
attention should focus on why rounding prices up when 
price endings range between $ 51 and $ 99 results 1n under- 
estimation biases Keeping track of the rounded cents 
(Thomas and Morwitz 2005) and the change 1n the leftmost 
digits (e g , from $3 99 to $4 00) (Hitch 1978) would com- 
plicate the use of this strategy and may contribute to under- 
estimation biases 

Feedback about estimation performance also may sig- 
nificantly influence the effect of experience Participants 
who perform better (worse) than expected might be less 


(more) inclined to change their strategy, so further research 
should address the implications of performance feedback 
Such feedback likely mimics real shopping behavior more 
closely, which may help explain why a relatively high per- 
centage of (experienced) shoppers seem to rely on apparently 
suboptimal strategies to estimate their total basket price 

Finally, additional research on the impact of price end- 
ings in shopping baskets should go beyond total basket 
price estimates Research could examine whether and how 
the dominant range of price endings 1n a shopping basket 
influences perceptions of basket value, the shopping experi- 
ence, and the store’s price image Furthermore, researchers 
should verify the suggested relationship between estimation 
biases and store satisfaction, which we examined using self- 
reported measures, and extend it to store price image and 
store loyalty By investigating multiple shopping tasks and 
baskets, researchers might gain a stronger understanding of 
the long-term effects of common price-setting strategies 
that retailers use 


APPENDIX A 
Study 1: Price-Ending Comparisons of Highly Consumed Product Categories 





Product Prices in Lower- Prices in Higher- 
Category Description Brands SKU Income Store Income Store 
Dairy products Milk Store brand Ya gallon $2 49 $2 39 
1 gallon $3 79 $3 59 
Mayfield ¥ gallon $2 99 $2 89 
1 gallon $4 99 $5 59 
Vegetables and potatoes Fresh green beans 1 Ib $1 39 $1 49 
Regular carrots 1 Ib $ 89 $ 78 
Baby carrots 1 Ib $1 79 $1 99 
Potatoes Russett 8 Ibs $3 99 $3 79 
Idaho 4 ibs $2 69 $2 79 
Canned green beans Allens 145 oz $1 43 $1 09 
28 oz $2 49 $2 29 
Del Monte 14502 $1 39 $1 29 
Canned carrots Store brand 14 5 oz $ 99 $75 
Fruits and fruit juices Apples All varieties 3 Ibs $3 99 $2 97 
Oranges Florida 4 ibs $2 60 $2 98 
Apple juices Nestlé 46 oz $2 89 $2 99 
Mottis 64 oz $3 35 $3 29 
White House 46 oz $2 39 $2 39 
Old Orchard 64 oz $2 59 $2 98 
Orange Juices Sunny Delight 64 oz $2 69 $2 89 
Tropicana 64 oz $3 59 $3 99 
1 gallon $6 79 $6 99 
Store brand 64 oz $2 49 $2 49 
Cereals Kellogg's 18 oz $3 99 $3 89 
Cheerios 18 oz $5 09 $4 69a 
14 oz $3 89 $3 69 
Meat T-bone steak 1 Ib $7 99 $6 99 
Beef 1 Ib $3 99 $3 89 
Ground beef 1 Ib $1 59 $2 49a 
Pork chops 1 Ib $3 89 $3 69 
Chicken 1 Ib $1 99 $1 99 
Eggs 12 large, A $1 89 $1 79 
Carbonated beverages Coca-Cola 2 liters $1 69 $155 
Pepsi 2 liters $149 $1 39 
Red Rock Cola 2 liters $ 99 $ 89 
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APPENDIX A 





Continued 
Product Prices in Lower- Prices in Higher- 
Category Description Brands SKU Income Store Income Store 
Bread Store brand 1 loaf $149 $1 49 
Nature's Own 1 loaf $2 50 $2 50 
Sunbeam 1 loaf $2 69 $2 69 
Colonial 1 loaf $2 69 $2 69 
Chips Lay's Classic 634 oz $2 29 $3 29 
11 0z $3 99 $3 99 
Beer Heineken 6 bottles $8 69 $8 49a 
Budweiser 6 cans $5 69 $5 99 
6 bottles $5 69 $5 99 
Miller 18 cans $10 99 $9 99 
Toilet paper Store brand 4 rolls $1 77 $1 69 
Cottonelle 6 rolls $6 99 $5 99 
Angel Soft 12 rolls $8 49 $8 39 
Scott 12 rolls $11 99 $9 99 
Charmin 26 rolls $8 55 $8 79 
Total $187 66 $183 58 
Average $3 75 $3 67 
aPrice endings differ between both stores ($ 01—$ 49 versus $ 51—$ 99) 
APPENDIX B 
Price Levels in Studies 2 and 3 
Low Price High Price Full Range of Compatible 
Number Endings’ Endings: Endings: Endings: 
of Items $ 01-$.49 $.51—$.99 $.01—$.99 $.02 and $.98 
1 $1 01 $ 99 $ 95 $ 99 
2 $1 01 $ 99 $1 09 $1 01 
3 $1 19 $ 81 $1 19 $2 30 
4 $3 19 $3 81 $3 59 $3 70 
5 $1 15 $1 85 $1 50 $1 15 
6 $2 19 $2 81 $2 59 $2 85 
7 $2 39 $2 61 $2 61 $2 61 
8 $135 $65 $ 72 $1 39 
9 $3 13 $2 87 $2 87 $2 90 
10 $4 11 $3 89 $4 11 $4 10 
11 $3 29 $3 71 $3 29 $3 30 
12 $5 29 $5 71 $5 71 $5 70 
13 $2 18 $1 82 $2 29 $ 81 
14 $4 28 $3 72 $4 30 $3 19 
15 $1 48 $1 52 $1 50 $1 50 
16 $6 11 $5 89 $5 99 $6 50 
17 $8 05 $7 95 $7 00 $7 05 
18 $7 09 $6 91 $6 91 $6 95 
19 $3 01 $2 99 $3 29 $3 50 
Total $61 50 $61 50 $61 50 $61 50 
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Contract Specificity and Its 
Performance Implications 


Governance theories, such as transaction cost economics, argue that systematic deviations from an attribute— 
governance alignment should influence performance This article investigates the performance implications of 
contract specificity for the procurement of information technology products The authors argue that parties choose 
a level of contract specificity that economizes on both the ex ante contracting costs and the ex post transaction 
costs and that deviations between the observed and the predicted levels of contract specificity are an important 
determinant of these transaction costs The authors test the hypotheses using a comprehensive archival data set 
of information technology transactions and employ a two-step estimation procedure First, they estimate the 
“predicted” level of contract specificity, which accounts for key transactional attributes Second, they study the 
consequences of deviating from this predicted level of contractual specificity The results provide the first explicit 
demonstration of the trade-off between ex ante contracting costs and ex post transaction problems and suggest 


that parties need to economize jointly on these costs when choosing the governance form 


Keywords business-to-business marketing, contracts, relationship marketing, transaction cost economics 


such as transaction cost economics (TCE) 1s that 
costly governance structures are consciously engi- 
neered to account for transactional hazards (Williamson 
1985) Increasingly, researchers have focused on investigat- 
ing the links between such governance arrangements and 
performance 1n buyer-seller relationships 1n a wide variety 
of business-to-business settings For example, studies show 
that relational norms and processes improve relational per- 
formance (Lusch and Brown 1996, Zaheer, McEvily, and 
Perrone 1998) and lower customer firm costs (Cannon and 
Homburg 2001) and that detailed contracts reduce oppor- 
tunism but only 1n conjunction with close partner selection 
and network embeddedness (Wuyts and Geyskens 2005) In 
contrast, Houston and Johnson (2000) argue and find that 
there 1s no difference 1n performance between joint ventures 
and contracts Despite these advances, two key gaps remain 
in our understanding of these governance-performance 
effects 
First, a key implication of TCE's normative rule 1s that if 
governance structures are chosen to account for transactional 
hazards, deviating from the proper attribute-governance 
alignment should adversely influence performance Durect 


T= core organizing principle of governance theories 
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evidence of the costs of misaligned governance 1s a crucial 
test of the logic underlying TCE (Anderson 1988) because a 
lack of such evidence provokes the question, Does gover- 
nance matter? Substantively, understanding the costs of 
misaligned governance 1s critical to managerial practice 
because the design of appropriate governance structures ties 
up costly managerial effort and valuable organizational 
resources However, there 1s scant, though growing, empiri- 
cal evidence on the costs of misaligned governance (excep- 
tions include Anderson 1988, Bercovitz, Jap, and Nickerson 
2006, Masten, Meehan, and Snyder 1991) 

Second, there are crucial differences between prominent 
theories on the role of governance in transaction costs In 
particular, the Willtamsonian TCE framework argues that 
the chosen governance form reflects an attempt to econo- 
mize on total transaction costs—that 1s, the upfront setup 
and design costs and the ex post transaction costs In con- 
trast, the 1ncomplete contracting approach (e g , Grossman 
and Hart 1986, Hart and Moore 1990) focuses primarily on 
economizing on the ex ante costs under the crucial assump- 
tion that ex post contracts can be costlessly renegotiated 
However, the tension between the two approaches has not 
been relieved because extant empirical studies do not sepa- 
rate out these counterbalancing transaction costs and their 
implications for governance design Understanding this 
interplay between ex ante and ex post costs 1s of substantive 
importance because 1f ex ante costs inhibit parties from 
choosing governance forms that reduce ex post hazards, 
managers need to be cognizant of these trade-offs while 
they strategically design governance ties 

We address these two key questions in this article 
Specifically, we investigate (1) whether systematic depar- 
ture from the theoretically predicted level of governance 
influences ex ante and ex post costs and (2) whether the 
impact of this deviation suggests a trade-off between ex 
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ante contracting costs and ex post hazards To test these 
goals, we use a two-step approach 1n the context of procure- 
ment contracts between buying firms and vendors of infor- 
mation technology (IT) products/services To set up our key 
hypotheses, we first use TCE to argue that lock-in, transac- 
tion complexity, and measurement ambiguity concerns 
determine the level of specificity, or details, 1n these IT con- 
tracts This gives us the theory-predicted level of contract 
specificity that accounts for transactional hazards We then 
construct the deviation between the observed and the pre- 
dicted contract specificity and test the impact of this deviation 
on two distinct but counterbalancing dimensions of perfor- 
mance, namely, ex ante contracting costs and ex post trans- 
action costs ! The joint analysis of these two types of costs 
represents the core trade-off that farsighted managers must 
make—that 1s, to construct contracts that are not too costly 
to design but are specific enough to reduce ex post hazards 

The analysis on a comprehensive archival data set of 
procurement contracts between Dutch buying firms and 
their IT vendors provides strong support for our thesis 
Contract specificity increases with buyer lock-in and trans- 
action complexity but decreases with ambiguity 1n measur- 
ing the quality of the product After accounting for this 
endogeneity, we find that deviations from the predicted 
level of specificity have a contrasting pattern of impact on 
costs Specifically, contracts that are more (less) specific 
than predicted lower (raise) ex post transaction costs but 
raise (lower) ex ante contracting costs We obtain these 
results even after using a stronger test that controls for het- 
erogeneous firm-specific effects In essence, the results 
show that attempts to lower ex post costs by designing con- 
tracts that are more detailed than predicted increase ex ante 
contracting costs and vice versa, suggesting that parties that 
seek to overcoordinate (1e, make contracts more specific 
than necessary) or undercoordinate (1e, make contracts 
less specific than necessary) need to balance the ex ante 
with ex post costs To the best of our knowledge, this 1s the 
first study to demonstrate this critical trade-off between ex 
ante design costs and ex post transaction costs and its joint 
implications on contract design 


Conceptual Framework and 
Hypotheses 


The Role of Contracts 


Exchange 1s central to marketing, and a contract 1s an agree- 
ment for the exchange of a product/service Contracts can 
be explicit, legal agreements or implicit, normative agree- 
ments (Macneil 1980), regardless, their central purpose 1s to 
define the subject matter of the exchange 1n sufficient detail 
to create a shared set of rules, procedures, responsibilities, 
and expectations (Gilson 1984) The creation of these 


'The observed level might not mirror the expected level for varı- 
ous reasons, including randomness, reputation, corporate culture, 
agency problems between different levels of managers, inertia, or 
even corporate policy For example, many institutions (e g, the 
US Department of Defense, General Motors, the European Orga- 
nization for Nuclear Research) have strict guidelines and policies 
on what 1s (or 1s not) permissible in written contracts 
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shared expectations, or "meeting of the minds," 1s of value 
in both simple and complex transactions For example, 1n 
simple exchanges, a contract might specify the product, its 
price, and its delivery schedule In contrast, 1n volatile envi- 
ronments 1n which delineating future conditions, time hori- 
zons, and potential contingent responses 1s a formidable 
task, a contract might not only create a common language 
that conveys information (e g , price, technical specs, war- 
ranties) but also identify a mutually agreeable set of nghts, 
duties, and responsibilities (Hill and King 2004) The crea- 
tion of this common language and homogeneous expecta- 
tions, through both legal (1e, explicit) and extralegal (1e, 
normative or social) terms, helps curb wasteful renegotia- 
tion and other strategic behavior As such, contracts become 
mechanisms that create value by reducing the risk and 
uncertainty in exchange relationships (Lusch and Brown 
1996) 


A Schema of Contract Specificity 


In technology markets 1n which technical change 1s rapid 
and products are tailored to customer needs, contracts often 
go beyond a boilerplate “bill of sale" and are specifically 
designed to reflect exchange characteristics These “cus- 
tomized" contracts may detail the level of coordination and 
potential adjustments that need to be undertaken Our focus 
1s on the presentation (Macneil 1980) or the extent to which 
these formal contract terms vary 1n their level of specificity 
or explicitness In more specific contracts, parties attempt to 
explicitly state, at the contracting date, how they would 
handle/resolve various situations that might occur in the 
future For example, the contract might specify the price 
determination process (e g, Crocker and Masten 1991, 
Goldberg and Erickson 1987) or the kinds of adjustment 
procedures to use (eg, Bajari, McMillan, and Tadelis 
2009) Given the difficulty of elucidating future contingen- 
cies and the costs of constructing detailed contracts, this 1s 
not a trivial task 

The governance logic of TCE dictates that the appropri- 
ate level of contract specificity 1s one that balances two 
countervailing factors the ex ante costs of drafting con- 
tracts that are more specific and the ex post costs of keeping 
contract terms open (Crocker and Masten 1991, Ghosh and 
John 2005) The ex ante costs include the costs borne in 
managerial time and effort 1n searching for information, 
projecting future scenarios, identifying feasible contingen- 
cies, and negotiating mutually acceptable solutions The ex 
post costs are the problems encountered in the execution 
and implementation stages due to nonperformance (eg, 
delay in delivery, improper specification, inappropriate 
installation, higher price) Crafting more detailed clauses 
that clarify roles and responsibilities reduces potential mis- 
understandings and safeguards 1nvestments by discouraging 
the counterparty from engaging ın ex post opportunistic 
renegotiations (Wathne and Heide 2000) In contrast, keep- 
ing contract terms open enables ex post value-enhancing 
adjustments but also gives the counterparty an opportunity 
to exploit unspecified loopholes, which can lead to higher 
ex post problems This interplay between ex ante and ex 
post costs 1s the key design 1ssue when parties choose the 
level of contract specificity For simple transactions (eg, 


purchasing X units of a personal computer or a standardized 
software), the ex post trading hazards from nonperformance 
are likely to be low, reducing the value of writing more spe- 
cific contracts The upfront costs of wnting precise terms 
are also likely to be trivial. In contrast, for more complex 
transactions (e g , purchasing customized hardware/software, 
which creates lock-in), farsighted parties anticipating higher 
levels of ex post problems are likely to write more detailed 
clauses that specify contingencies The upfront costs of 
constructing such complex contracts are also likely to be 
high Thus, the desired level of specificity 1s one in which 
the contracting party trades off between the costs of speci- 
fying more contingencies and the gains from safeguarding 
against potential problems In other words, for a given 
exogenous level of transactional attributes, the level of con- 
tract specificity and the expected ex ante and ex post costs 
are joint outcomes We now proceed to apply this schema to 
our context of IT contracts 


The IT Buying Context and the Specificity of IT 
Contracts 


Our context pertains to procurement contracts for IT 
hardware/software between buying firms that operate in a 
wide range of industry sectors and their respective IT vendor 2 
This context 1s noteworthy for four reasons Furst, customer 
firms, regardless of the industry sector they compete in, use 
IT products and services 1n a wide variety of administrative/ 
operational activities to enhance productivity and effective- 
ness Second, these products have a "multiplier effect” 
Specifically, 1f the product ıs flawed, unable to operate per 
requirements, or incompatible with other IT systems on the 
customer's premises or 1f postsales 1mplementation 1ssues, 
such as adjustments to product configurations on-site, 
installation, and service support, are improper, the opportu- 
nity costs to the customer of lost productivity can be sub- 
stantial and larger than the capitalized value of the product ? 
Third, IT markets are characterized by significant 1ntergen- 
erational 1mprovement in the product and proprietary tech- 
nologies that not only add considerable ambiguity 1n assess- 
ing their quality but also induce potential lock-in (eg, 
Weiss and Heide 1993), which requires extensive coordina- 
ton Fourth, compared with ongoing supply relationships 
for recurring transactions (e g, manufacturer-component 
supplier, manufacturer-distributor/retailer), which permit the 
evolution of relational norms to support exchanges, capital 
IT purchases of rapidly obsolescing products are lumpirer, or 
discrete, ın nature, with the focus being “to ensure that 


2Our context of "capital" IT equipment and software purchases 
should be distinguished from the “service-onented” IT outsourc- 
ing sector, in which customer firms outsource the management, 
either partially or wholly, of their IT infrastructure administration, 
management, and maintenance 

3For example, in their analysis of the seminal United Shoe 
Machinery Corporation antitrust case, Masten and Snyder (1993) 
document that the quality of these machines and associated after- 
sales service was critical to keep the shoe manufacturing operation 
functioning smoothly, yet the accounting cost of all these 
machines in a manufacturing operation/plant was barely 296 of the 
yearly revenue of the shoe manufacturers Thus, the shoe manufac- 
turer's contracting hazards are far greater than just the loss of the 
capitalized value of nonperforming equipment 


expectations are realized" 1n that specific transaction (Kern 
and Willcocks 2001) Under these circumstances, managers 
can be expected to expend considerable time and effort 1n 
choosing products and governing those transactions with 
appropriate contract terms 

We use “contract specificity” to indicate the extent to 
which contract terms with respect to (1) technical specifica- 
tions of the product, (2) implementation procedures, (3) 
financial and legal considerations, and (4) overall contrac- 
tual features are specified ın detail ex ante Our measure 
taps into the buying firm's perspective on the contract gov- 
erning the exchange and 1s similar to the one used 1n previ- 
ous research on relational contracting (e g, Lusch and 
Brown 1996, Wuyts and Geyskens 2005) A high level of 
specificity means that contract terms with respect to the 
four features are more detailed and explicit Likewise, a low 
level of specificity means that these terms are less detailed 
and explicit 


Safeguarding buyer lock-in We define buyer lock-1n as 
the difficulty a buyer faces 1n switching or replacing prod- 
ucts or suppliers (Dutta et al 1995) Such lock-in 1s gener- 
ated when buyers make supplier-specific investments 
(Weiss and Anderson 1992) For example, in IT markets, 
buying firms often purchase a vendor’s products that are 
unique and embody proprietary technologies (Heide and 
Weiss 1995, John, Weiss, and Dutta 1999) Likewise, spe- 
cialized human assets also create lock-in because the 
buyer’s personnel must develop specialized skills and 
knowledge to derive productive output from that vendor’s 
product (Williamson 1985) Lock-in implies higher switch- 
ing costs and increases the hazards of opportumistic behav- 
10r by the vendor (Houston and Johnson 2000) For exam- 
ple, knowing that the buyer cannot easily switch to another 
vendor, the focal supplier might demand price or delivery 
concessions or not be prompt enough in providing postsales 
implementation support Realizing their vulnerability under 
higher lock-in, farsighted buyers expend effort to draft for- 
mal contract terms that spell out roles and responsibilities in 
specific details and discourage rent-dissipating effort 
(Stump and Heide 1996), in effect, these contracts will be 
less flexible to provide better safeguards (Heide 1994) In 
turn, drafting contracts with specific details will require 
costly investment in time and managerial resources for 
expounding the contingencies and constructing effective 
rules to manage those contingencies Overall, we hypothe- 
size the following 


H, The greater the buyer lock-in, the more specific 1s the con- 
tract, all else being equal 


Managing transaction complexity Information technol- 
ogy transactions often involve the purchase of hardware, 
software, and services that are architecturally interdepen- 
dent (Bensaou and Anderson 1999) and thus require coordi- 
nation during the design and implementation stages We 
define transaction complexity as the need for coordination 
between the parties to produce the desired final product or 
service Higher levels of transaction complexity create three 
types of transactional hazards First, they introduce uncer- 
tainty about the cause of product failure, making ıt difficult 
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to apportion blame (Anderson and Dekker 2005, Masten 
and Snyder 1993), and lead to costly renegotiations 
(Crocker and Masten 1991) Second, they make it more dif- 
ficult to generate mutually agreeable "meeting of the 
minds,” expectations, and responsibilities (Lusch and 
Brown 1996, Stump and Heide 1996) Third, they increase 
implementation problems ex post, especially 1f appropriate 
governance structures that detail the desired level of coordi- 
nation and communication between the parties are not set 
(Sanchez and Mahoney 1996) For example, ex post adjust- 
ments are likely to be higher as the number of hardware, 
software, or service products procured under the contract 
increases More specific contracts that detail the implemen- 
tation procedures or financial and legal obligations of the 
parties then serve as a form of vertical control (Klein 1989), 
mitigating the hazards that arise from transaction com- 
plexity In turn, greater managerial effort must be expended 
in drafting such details Thus, we posit the following 


H, The greater the transaction complexity, the more specific 
1$ the contract, all else being equal 


Managing measurement ambiguity We define measure- 
ment ambiguity as the difficulty of defining ex ante and ver- 
ifying ex post the products procured 1n the contract (Ander- 
son and Dekker 2005) Given bounded rationality, greater 
ambiguity 1n measurement makes 1t more difficult to assess 
the contractual compliance by the vendor (Heide and John 
1990, Stump and Heide 1996) In turn, this 1s likely to 
increase the buyer's hazards For example, the vendor might 
shirk and not provide the expected level of implementation 
and postsales service support (Houston and Johnson 2000) 
or might deliver products that do not match buyer require- 
ments, leading to maladaptation costs and productivity 
losses (Wathne and Heide 2000) Given the “multiplier 
effect" of these IT products, the costs of nonperformance 
and maladaptation are likely to be severe as measurement 
ambiguity increases Furthermore, substantial measurement 
ambiguity ın the absence of more specific contracts 
increases the likelihood of renegotiations to fill in the gaps, 
or specify details (Wathne and Heide 2000) In such cir- 
cumstances, farsighted buyers that want to economize on 
the renegotiation costs will try to exert control (Weiss and 
Anderson 1992) and construct more detailed contract terms 
at the onset However, this need to manage hazards through 
more comprehensive contracting is countervailed by the 
increasing difficulty 1n explicating appropriate contractual 
provisions and designing more specific contracts (Rind- 
fleisch and Heide 1997), thus, the ex ante effort in crafting 
more specific contracts should also 1ncrease with measure- 
ment ambiguity (Saussier 2000) Overall, we hypothesize 
the following 


H4 The greater the measurement ambiguity, the more specific 
1s the contract, all else being equal 


Performance Implications 


We now investigate the implications of contract specificity 
on two dimensions of performance The first, ex post trans- 
action costs, refers to the degree to which the buying firm 
encountered nonperformance-related issues in the contract 
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execution and implementation stage 4 These problems 
include (1) price exceeding expectations, (2) deliveries 
going beyond schedule, (3) products/services being incom- 
plete, incompatible with other IT products/systems, or 
unable to perform per requirements, (4) installation and 
onsite customization being inappropriate or sloppy, and (5) 
inadequate service support Buying firms would clearly 
want to reduce these problems to prevent disruption of their 
operational activities The second dimension, ex ante con- 
tracting costs, refers to the managerial effort expended at 
the contracting stage to detail the terms and provisions in 
the contract These costs include not only the nominal cost 
of writing the agreement but also the costs of specifying 
needs, seeking information, and negotiating with the coun- 
terparty (Saussier 2000) Managers at buying firms would 
be cognizant of not expending unnecessary effort ın detail- 
ing these contracts 

H,—H3 predict how shifts in attributes influence the 
level of contract specificity Critically, this predicted level 
of specificity 1s chosen to jointly economize on both the ex 
ante costs and the ex post costs for a given level of transac- 
tional attributes Thus, to understand the performance 
effects of this choice, ıt would be misleading to posit a pri- 
ori a direct relationship between the observed level of con- 
tract specificity and performance without accounting for the 
transactional attributes (Hamilton and Nickerson 2003, 
Shaver 1998) As we noted previously, for a variety of fac- 
tors, including corporate-specific culture/policies, strategic 
thinking, managerial experience, managerial inertia and/or 
myopia, and random noise, the observed level could be dif- 
ferent from the predicted level of contract specificity 5 Our 
primary goal here 1s not to ask why these deviations exist 
but rather to mvestigate the 1mpact of these deviations on 
exchange performance 

We argue that systematic deviation between the pre- 
dicted and the observed levels of contract specificity 1s an 
important determinant of performance 6 In particular, when 
the observed level 1s lower than the predicted level (1e , the 
deviation 1s negative), the ex post costs would be magnified 
because the lower-than-predicted level of details 1ncreases 
the likelihood of genuine misunderstanding between the 
parties on contract terms and procedures as well as of part- 
ner opportunism (Heide 1994, Wuyts and Geyskens 2005) 
In effect, the transaction 1s undercoordinated and undersafe- 
guarded In contrast, when the observed level 1s higher than 
predicted (1e, the deviation 1s positive), the ex post costs 
are likely to be lower because such contracts are more likely 
to be enforced by third parties (eg, courts), which 
increases the incentives to abide by the terms of the con- 


^Our measure of ex post problems excludes the monitoring and 
measurement costs the buying firm might incur to verify, or rem- 
edy, the nonperformance-related issues 

5Note also that it 1s precisely these deviations (or mistakes) that 
enable us to address the econometric 1dentification considerations 
that are essential for the performance analysis 

6An important implicit assumption we make here 1s that, on 
average, the managers do consider making decisions that are con- 
sistent with theory, that 1s, they consider the ex ante and ex post 
costs of transactional hazards while choosing the level of contract 
specificity 


tract Such overcoordinated and oversafeguarded transac- 
tions are also likely to have a more detailed agreement on 
the responsibilities and expectations of the parties (Lusch 
and Brown 1996) Thus, we hypothesize the following 


H, All else being equal, the more positive (negative) the dif- 
ference between the observed and the predicted level of 
contract specificity, the lower (higher) are the ex post 
transaction costs 


The impact of such deviations will be the opposite on 
the ex ante contracting costs In particular, when the 
observed level 1s lower than the predicted level (1e, the 
deviation 1s negative), the out-of-pocket managerial con- 
tracting costs are likely to be lower because buyer managers 
would have expended less effort in constructing the relevant 
contractual details In contrast, when the observed level 1s 
higher than the predicted level (1e, the deviation 1s posi- 
tive), contracts will be overspecified, and the ex ante costs 
of writing more detailed contractual specifications are 
likely to increase because of higher ink, search, and negoti- 
ation costs Thus, we propose the following hypothesis 


Hs All else being equal, the more positive (negative) the dif- 
ference between the observed and the predicted level of 
contract specificity, the higher (lower) are the ex ante con- 
tracting costs 


Control Variables 


A variety of factors may influence the level of contract 
specificity We include three prominent factors as control 
variables First, larger-sized transactions could exacerbate 
the hazards the buyer faces, thus, we expect buyers to draft 
more specific contracts as transaction size increases (Heide 
1994) Second, frequent prior interactions could foster ele- 
ments of trust that reduce the need to draft contractual safe- 
guards, thus, we expect contracts to be less specific as the 
frequency of prior interaction increases Third, products 
that are 1mportant from the buyer's operational and prof- 
itability point of view are likely to be procured under con- 
tracts that are more specific 


Method 


Research Context 


We test our hypotheses using the "External Management of 
Automation” data set available at the Steinmetz Archive 
(Batenburg and Raub 1995) The data were collected by the 
Department of Sociology at Utrecht University, the Nether- 
Jands, with the goal of examining how buying firms manage 
their IT transactions (Buskens, Raub, and Weesie 2000) 
The unit of analysis 1s a transaction between buying firms in 
the Netherlands and vendors of IT products and services 
The sampling frame was obtained from Directview/ 
Cendris, a marketing research firm specializing in IT that 
annually contacts all companies 1n its database to maintain 
up-to-date records This includes approximately 80% of 
small and medium-sized Dutch firms The study used a 3 x 
3 x 4 stratified sampling design based on three dimensions 
three levels of network embeddedness of the organization 
(weak, middle, and strong), three levels of buyer IT exper- 


tise (low, middle, and high), and four types of product 
groups (standard hardware, standard software, complex 
hardware, and complex software) The study also used two 
additional selection criteria. First, a minimum of 15 cases 
for each of the 36 previously mentioned cells were ran- 
domly selected Second, firms that purchased more innova- 
tive and complex products were deliberately oversampled 
Oversampling increases the precision of the estimates for 
complex hardware/software transactions but has the disad- 
vantage that sample descriptive statistics might not be rep- 
resentative of the population. This procedure resulted in a 
list of 1798 companies that were contacted by telephone A 
key informant approach was used to identify the individual 
responsible for these IT transactions These people were 
then asked to 1dentify an IT transaction with an 1ndependent 
vendor that met the aforementioned criterion of transaction 
complexity Care was taken to ascertain that the key infor- 
mant was sufficiently knowledgeable about the transaction 
This procedure resulted 1n 1325 usable organizations, which 
were the subsequent focus of the study 

These key informants were then administered a survey 
instrument with the specific transaction in mind Of the 
1325 people 1n the sample, 788 agreed to participate 1n the 
survey, resulting in a response rate of 59% This response 
rate compares favorably with other studies conducted in 
business-to-business contexts At 547 companies, the sur- 
vey was administered on-site, and in the remaining 241 
companies, it was admunistered using a mail survey 
Approximately 95% of the informants had ten years of 
tenure at the company they reported on and approximately 
ten years of experience 1n IT This suggests a high level of 
global and specific competence of these informants In an 
additional 183 cases, these informants were willing to 
answer a separate, independent survey on a different IT 
transaction In all, this resulted in 971 observations The 
buying firms belonged to a broad spectrum of industries, 
such as logistics, parts production, and wholesaling More 
than 95% of the responses in the sample came from compa- 
nies that had 66 to 100 full-tume employees 

Response bias was formally assessed by comparing 
response rates across industries and regions and by compar- 
ing respondents and nonrespondents on the satisfaction they 
reported with their respective transactions (see Batenburg 
1997) The difference in average satisfaction between 
respondents (6 9 on a ten-point scale) and nonrespondents 
(6 8) was statistically insignificant, suggesting that non- 
response bias was not a major concern with the data In 
addition, there were no systematic patterns of differences 
for different methods of data collection methods (on-site 
versus mail) Finally, the original stratification criteria were 
matched with the post hoc data to check the original design 
goals The results indicate that the stratification goals were 
reached 


Measures 


The Appendix provides the measurement scales in our 
study Table 1 provides the descriptive statistics and some 
sample descriptors that show the heterogeneity 1n our sam- 
ple Note that we use a combination of perceptual and 
grounded measures that reflect verifiable information Next, 


Contract Specificity and Its Performance Implications / 109 


Correlations and Descriptive Statistics 


TABLE 1 





1 2 3 4 5 6 7 8 9 
1 Ex post transaction problems — 
2 Ex ante contracting costs 231 — 
3 Contract specificity 079 167 .833 
4 Buyer lock-in 251 179 200 .797 
5 Transaction complexity 222 118 171 297 — 
6 Measurement ambiguity 391 124 015 324 265 .839 
7 Transaction size 222 251 246 368 380 247 — 
8 Frequency of prior interaction — 111 — 056 — 055 — 089 ~ 028 — 162 — 026 — 
9 importance 068 195 170 344 219 154 360 — 019 — 
M 18 748 3760 13994 11214 8 521 8 681 2 621 1 561 6 407 
SD 7 948 8 195 3 633 3 779 4 292 2 631 1 449 1 838 1 639 
Minimum 11 000 000 3 000 4 000 000 3 000 1 000 000 2 000 
Maximum 46 000 120000 23000 20000 20000 15000 5 000 5000 10000 
Other Sample Descriptors M SD Minimum Maximum 
Number of employees 83 249 16 228 1 6000 
Length of relationship with supplier (months) 6 338 2 754 0 85 


Percentage of firms in which a separate 
organizational department is present 
Key organizational activity 


Purchasing (N = 257), IT (N = 245), legal (N = 46) 
Agriculture (N = 11), raw materials (N = 95), parts production (N = 167), 


energy (N = 5), construction {N = 65), retailing (N = 179), travel and 
transport (N = 137), services (N = 172), (semi)government (N = 128) 


Notes Correlation matrix for N = 718 Correlations over | 08| are significant at p < 05 (two-sided) Values in bold on the diagonal are the square 


root of the average variances extracted 


we present the details on our endogenous and exogenous 
variables 


Endogenous variable contract specificity Contract 
specificity refers to the degree to which contract terms with 
respect to (1) technical specifications of the product, (2) 
1mplementation procedures, (3) financial and legal consid- 
erations, and (4) overall contractual features are specified 1n 
detail 1n the contract ex ante This measure 1s similar to 
those used by Lusch and Brown (1996) and Wuyts and 
Geyskens (2005) and provides the buyer's perspective on 
the level to which contract terms are well specified 


Endogenous variable ex post transaction costs Ex post 
transaction costs are defined as the extent to which 11 prob- 
lems (details are in the Appendix) were encountered by the 
buying firm ex post Different types of ex post problems can 
surface 1n different transactions, thus, we construct a forma- 
tive scale and summate the perceptual severity of the prob- 
lem for each of the 11 items to generate an overall measure 
of these costs Higher values would indicate that buyers 
faced higher levels of these ex post costs 


Endogenous variable ex ante contracting costs We 
define ex ante contracting costs as the number of manage- 
rial days that were spent on crafting the details of the con- 
tracts This ranged from less than a day to 200 days, thus, 
we used a logarithmic transformation of the raw measure 1n 
our analysis 


Exogenous variable buyer lock-in Buyer lock-in 1s 
defined as the difficulty the buyer faces in switching or 
replacing products or suppliers (Dutta et al 1995) We mea- 
sure it using a four-1tem scale that assesses the magnitude 
of costs, 1n time and money, the buyer would incur if the 
focal supplier's product were to be replaced These dam- 
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ages and costs are related to purchasing another product, 
(re)training the buyer's personnel, new data and information 
entry, and idle production 


Exogenous variable measurement ambiguity This 
measure refers to the degree of difficulty the buyer faces in 
defining ex ante and verifying ex post the products/services 
procured under the contract We use a three-1tem scale that 
taps into the difficulty the buyer organization faces ın Judg- 
ing the quality of the product/service at the time of delivery, 
1n comparing the focal product/service with other products, 
and 1n judging the price—quality ratio of potential suppliers’ 
products/services 


Exogenous vartable transaction complexity This con- 
struct refers to the extent of coordination required between 
the buyer and the seller to satisfactorily produce the desired 
final product/service We use two separate indicators to 
measure this construct The first indicator 1s a simple count 
of the number of products and services covered under the 
focal contract As the Appendix shows, there were 18 poten- 
tial types of products and services that could be procured in 
a single contract Thus, this measure taps into the scope of 
the transaction with higher scope being indicative of higher 
transaction complexity and need for enhanced coordination 
The second indicator rates the complexity of products and 
services and thus represents increasing demands for coordi- 
nation and interaction between the buyer and the seller To 
construct this scale, two experts assigned the 18 types of 
products to five categories Category 1 represents the least 
need for coordination and interaction, and Category 5 repre- 
sents the most Categories 1, 2, and 3 represent standard and 
more advanced products and services, respectively Cate- 
gory 4 represents specialized products or services, and 


Category 5 represents tailored products or services If mul- 
tiple products were 1ncluded in the same transaction, we 
used the highest category score to rate the complexity The 
two indicators of transaction complexity—namely, the 
count of products and the ratings measure—correlate with 
each other significantly (R = 68), but correlation 1s far from 
unity, which provides some evidence that they tap into dif- 
ferent aspects of complexity We then sum these two items 
to create our final measure that taps into 1ncreasing com- 
plexity 1n transactions 7 


Exogenous variable transaction size Transaction price 
refers to the original price in the contract, excluding any 
follow-up work that might have been subsequently per- 
formed Informants were asked to choose between five cate- 
gories of costs that were measured in Dutch guilders In 
US dollars, the approximate price categories are <$15,000, 
$15,000—$30,000, $30,000-$60,000, $60,000-$120,000, 
and >$120,000 


Exogenous variable frequency of prior interaction 
This single-item, five-point Likert scale measures how fre- 
quently the buyer has done business with the supplier 
before the focal transaction 


Exogenous variable importance of transaction This 
two-item, five-point Likert scale reflects the value of the 
transacted products or services to the buyer The two items 
measure the perceptions of the buyer on the importance of 
the products/services to the automation and profitability of 
the buying organization 


Measurement Validity 


We used confirmatory factor analysis to assess unidimen- 
sionality and discriminant validity of our multi-1tem con- 
structs and estimated a single model with three variables 
transaction complexity, lock-in, and measurement ambigu- 
ity The model fit statistics were as follows (39) = 214 65, 
root mean square error of approximation (RMSEA) = 067, 
comparative fit index (CFI) = 96, incremental fit index 
(IFD = 96, and normed fit index (NFD = 95 These values 
suggest a reasonably well-fitting measurement model Fur- 
thermore, all the factor loadings were significant at the p < 
01 level, providing evidence of convergent validity We 
also conducted Harman's one-factor test (Podsakoff and 
Organ 1986) to determine whether one factor could ade- 
quately account for the variance The model (y2(45) = 
2428 63, RMSEA = 27, CFI = 45, IFI = 46, and NFI = 
45) falls below the acceptable levels of fit, suggesting that 
the observed variance cannot be explained by one under- 
lying factor Furthermore, because many of the measures 
can be objectively verified (1e, not perceptual measures), 
we expected a priori that any possible common method bias 
would be minimal 

We used Fornell and Larcker's (1981) procedure to 
assess discriminant validity Specifically, we calculated the 
average variance extracted and compared the square root of 
this to the 1nterconstruct correlations Table 1 shows that the 


7We verified whether using either the first or the second 1ndica- 
tor alone 1n our first stage equations resulted 1n significantly dif- 
ferent findings All findings remained essentially the same 


square root of the average variances extracted, when they 
could be calculated, exceeds the 1nterconstruct correlations, 
suggesting that each construct shares more variance with its 
own measures than with other constructs The reliability of 
the scales, calculated using Cronbach's alpha, were ade- 
quate These measures appear 1n the Appendix 


Contract Specificity Analysis 


Our data set contains observations from buying organiza- 
tions that provided data on one or two separate IT transac- 
tions Given this, we conduct two separate sets of analysis 
to show robustness In the first, we make use of the entire 
data set to estimate the contract specificity choice and sub- 
sequent performance effects In the second, we estimate the 
contract specificity and performance effects using data from 
firms that report on two transactions This enables us to 
account for firm-specific effects and provides a stronger test 
of our hypotheses We first report the analysis for the whole 
data set We report the latter analysis 1n a separate subsec- 
tion, "Controlling for Firm-Specific Effects " 

Given the presence of one and two data points per firms, 
we used feasible generalized least squares (FGLS) as our 
estimation technique This technique enables the clustering 
of data using a firm identification variable (an our case, 
firms with either one or two responses) and accounts for the 
intercorrelation among multiple observations per firm It 
estimates the error structure (Beck and Katz 1995, 
Wooldridge 2001), making the results less sensitive to 
unexpected error distributions, including potential het- 
eroskedasticity Operationally, we used the XTGLS module 
in STATA 9 2 to implement FGLS and used a firm 1dentifi- 
cation variable to cluster organizations that provided data 
on two transactions For firms that provide two data points, 
the data collection process involved an informant who pro- 
vided data on one transaction first followed by data on a 
second, separate transaction This may give rise to various 
issues analogous to classical within-subject designs, such as 
practice, carryover effects, or genuine differences between 
within-subject observations Therefore, we include a 
dummy to identify the second observation for each firm as a 
control for possible effects that may make such repeat trans- 
actions different In essence, we deal with issues related to 
firm-specific effects through the dummy while taking into 
account the clustered nature of our data The model used to 
estimate contract specificity 1s 1n Equation 1 


(1) Contract specificity = By + B4 x Lock-in 

+ B, x Transaction complexity 

+ Ba x Measurement ambiguity 

+ B4 x Transaction size 

+ Bs x Frequency of prior interaction 

+ Bg x Importance of transaction 

+ B; x Dummy + 7 

Model 1 1n Table 2 shows the results for our core pre- 

dictors We find that consistent with H; and H}, contracts 
become more specific as buyer lock-in with the vendor's 
product/technology increases (B = 187, p < O1) and as 


transaction complexity increases (B = 141, p< 01) In con- 
trast, the results were opposite to our prediction 1n H5, con- 
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TABLE 2 
Determinants of Contract Specificity 


Parameter Estimates 
(Standard Errors) 


Contract Specificity Contract Specificity 


Variables (Model 1) (Model 2) 
Constant 11 511 (505)*** 10 941 ( 661)*** 
Buyer lock-ina 187 (037)*** 134 ( 039)*** 
Transaction 

complexitya 141 ( 031)*** 089 ( 033)*** 
Measurement 

ambiguity — 109 ( 051)** — 141 (052)*** 


Transaction size 481 ( 103)*** 


Frequency of prior 


interaction — 095 ( 070) 
Importance of 

transaction 116 ( 086) 
Dummy for second 

observation 481 ( 328) 587 ( 329)* 
Model fit Wald x? = 63 14 Wald x? = 98 17 
Estimation method FGLS (N = 835) FGLS (N = 808) 
*p « 10 
**p < 05 
txo < 01 


aWe use one-tailed tests for these posited directional hypotheses 


tracts become less specific as ıt becomes more difficult to 
evaluate the product ex ante (B = — 109, p < 05) A poten- 
tial reason for this could be that the costs faced by the buy- 
ing firms 1n evaluating and comparing product features and 
writing more comprehensive contracts to ensure value 
delivery ex post are higher than the nonperformance-related 
hazards posed from less detailed contracts Model 2 shows 
our full model as specified 1n Equation 1, 1n which we add 
four control variables size of transaction, frequency of 
prior interaction, importance of the transaction, and a 
dummy variable 1ndicating whether the data are from a buy- 
ing firm that provided one versus two data points Again, 
the core variables remain strongly significant and direction- 
ally consistent In addition, as the size of transaction 
increases, contracts become more specific (B — 481, p « 
01) The impact of the dummy ıs marginally significant 
(B = 587, p < 10), suggesting that firms providing data on 
two transactions used more specific contracts than firms 
providing data on one transaction The effect of other con- 
trol variables was insignificant 8 


Performance Analysis 


Because contract specificity 1s endogenous to variations in 
transaction hazards, we need to account for this endogene- 
ity while assessing the performance implications ? To con- 


8We also used a bootstrapping technique to assess robustness and 
cross-validate our results (Cool, Winer, and Rados 1987) The dif- 
ferences in standard errors between our FGLS and bootstrapping 
did not result 1n any significant changes in the reported values, sug- 
gesting that the results were robust to distributional assumptions 

in our case, this endogeneity arises out of selectivity bias 
(Heckman 1979) However, 1t could also arise out of other sources, 
including omitted variables, unobserved measurement errors, and 
bidirectional causality (eg, as with panel data when firms set 
advertising budgets based on past sales and current sales are 
affected by the current level of advertising expenditure) 
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firm this theoretical rationale, we first establish empirically 
whether endogeneity 1s an issue 1n our context by conduct- 
ing the standard Durbin-Wu-Hausman test (Davidson and 
MacKunnon 1993) Specifically, we computed the residual, 
fi, from Equation 1 (estimated from Table 2, Model 2) and 
used this residual as an additional regressor 1n the two cost 
equations——ex post transaction and ex ante contracting 
costs—-after incorporating all the independent variables in 
Model 2, Table 2, less the importance of transaction, for 
identification purposes The parameter estimate for the 
residual was highly significant (p < 01) ın both cost equa- 
tions, indicating that contract specificity 1s endogenous in 
our setting 

Having established the existence of endogeneity, we 
now use two approaches to test H4 and H5 while simultane- 
ously accounting for the endogeneity The first approach, 
which we call the whole residual analysis, tests whether the 
impact of the overall deviations from predicted contract 
specificity 1s consistent with H4 and Hs The second 
approach, which we call the split residual analysis, tests 
whether the impact of positive and negative deviations are, 
independently and separately, consistent with the stated 
hypotheses Note that the hypothesized over- and under- 
specificity effects essentially suggest an overall linear effect 
over the entire range of the residuals and that any deviation 
from the theory-predicted level has performance 1mplica- 
tions, that 1s, ex ante (ex post) costs will be lower (higher) 
for negative deviations and higher (lower) for positive devi- 
ations Thus, the two approaches are complementary in 
nature 


Whole residual analysis Garen (1984, 1988) proposes 
the whole residual analysis technique to correct for selec- 
tion bias, it 1s especially useful when a lack of “good” 
instrumental variables makes standard instrumental 
variables approaches problematic The Garen procedure is a 
modification of the Heckman—Lee two-stage discrete choice 
estimator (Heckman 1979) and specifically accounts for the 
continuous nature of our selection variable—contract speci- 
ficity Accordingly, we first obtain the residual from Equa- 
tion 1 (7) and then compute the interaction term f| x con- 
tract specificity The coefficient of the term 1s of key interest 
because it provides the direction for the selection bias 
Specifically, a negative coefficient would suggest that 
increases 1n f| decrease costs, and vice versa The f| x con- 
tract specificity term accounts for unobserved heterogeneity 
over the range of the continuous selection variable The 
residual and the interaction term, along with the selection 
variable and its interactions with key exogenous variables 
from Stage 1, are used as regressors in the performance 
analysis to implement the Garen procedure We used FGLS 
to estimate each of our two performance/cost equations 


(2) Ex post transaction costs = Yo + Yı X Contract specificity 
+2 XT 
+ Ya X f| x Contract specificity 
+ Y4 X Lockan 
X Contract specificity 
+ Ys X Transaction complexity 
X Contract specificity 


+ ys X Measurement ambiguity 
x Contract specificity + T, and 


(3) Ex ante contracting costs = 99 + 0; x Contract specificity 
+ 0, xfj +63 x fy 
X Contract specificity 
+ 0, x Lock-in 
x Contract specificity 
+ 05 x Transaction complexity 
x Contract specificity 
+ Os x Measurement ambiguity 
x Contract specificity + T 


Model 1 1n Table 3 shows the results for ex post transac- 
tion costs The coefficient of f| 1s negative and significant 
(B 2 — 284, p < 01), showing that contracts that were more 
specific than predicted lowered ex post transaction costs, 
and vice versa The coefficient for the f] x contract speci- 
ficity term ıs significant and negative (B = — 122, p < 05) 
As would be expected, the main effect of the endogenous, 
predicted level of contract specificity (that accounts for 
lock-in, transaction complexity, and measurement ambigu- 
ity) 1s positive and significant (B = 1 512, p< 01) All other 
effects in Model 1 are insignificant 

Model 3 1n Table 3 shows the results for ex ante con- 
tracting costs Here, we find that the coefficient of f| 1s posi- 
tive and significant (B = 014, p < 01), indicating that con- 
tracts that were more specific than predicted increased ex 
ante contracting costs, and vice versa The coefficient for 
the f] x contract specificity term (B = 006, p > 10) 1s insig- 
nificant As expected, we also find that higher values of the 
endogenous, predicted level of contract specificity lead to 
higher ex ante contracting costs (B = 223, p « 01) Finally, 


the interaction effect of transaction complexity and contract 
specificity 1s the only other significant effect (B — —- 011, p< 
01) 

To investigate the presence of nonlinearity in the effect 
of f| on costs, we used the Ramsey RESET test (Ramsey 
1969, Wooldridge 2001) on both models The results (p > 
10) indicate that the presence of nonlinearity 1s unlikely ın 
the data 


Split residual analysis Although the RESET test shows 
no evidence of nonlinearity using the overall residual, there 
might be some asymmetries 1f the cost effect of positive and 
negative deviations 1s estimated separately This also pro- 
vides an independent test for H4 and Hs To do so, we use a 
technique used in previous marketing (e g , Anderson and 
Sullivan 1993, Zeithaml, Berry, and Parasuraman 1996) and 
organizational (e g , Bercovitz, Jap, and Nickerson 2006, 
Rosen 2004) studies Specifically, if the residual from the 
contract specificity estimation (Model 2 in Table 2) for a 
given observation is N, we define and construct positive 
and negative residuals as follows 


Negative = [nil if n, < 0, else 0, and 


Positive = T, 1f N, > 0, else 0 


We then separately estimate Equation 4 for each of the 
two cost measures using these split residuals We use the 
predicted level of contract specificity to proxy for the trans- 
action attributes and include the interaction terms 


(4) Ex antelEx post costs = ag + a; X Positive + a5 x Negative 
+ 04 X Contract specificity 
+ O4 X Lock-in 
X Contract specificity 
+ Q5 x Transaction complexity 


TABLE 3 
Impact on Ex Post Transaction Problems and Ex Ante Contracting Costs 


Parameter Estimates (Standard Errors) 





Ex Post Transaction Ex Post Transaction Ex Ante Contracting Ex Ante Contracting 

Variables Problems (1) Problems (2) Costs (3) Costs (4) 
Constant 18 790 ( 371)*** 19 162 ( 498)*** 286 ( 022)*** 281 ( 030)*** 
Contract specificity 1 512 ( 221)*** 1 482 ( 223)*** 223 (013)*** 224 ( 014)*** 
fa ~ 284 ( 078)'* 014 ( 005)*** 
Positivea — 404 (154)"** 016 ( 009)** 
Negativea 131 (137) -—- 012 ( 009)* 
f| x contract specificity — 122 ( 061)* 006 ( 004) 
Buyer lock-in x 

contract specificity — 094 ( 061) — 091 ( 062) — 002 ( 004) — 002 ( 004) 
Transaction complexity x 

contract specificity 050 ( 056) 049 ( 056) — 011 ( 003)*** —-011 (003)*** 
Measurement ambiguity x 

contract specificity — 004 ( 085) — 004 ( 085) — 003 ( 005) — 008 ( 005) 
Dummy for second 

observation — 126 ( 712) — 067 (714) 082 ( 044)* 085 ( 044)* 
Model fit Wald x? = 65 84 Wald x2 = 62 86 Wald x? = 294 72 Wald x? = 291 87 
Estimation method FGLS (N = 790) FGLS (N = 790) FGLS (N = 727) FGLS (N = 727) 
*p< 10 
“p< 05 
tit p < 01 


aWe use one-tailed tests for these posited directional hypotheses 
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x Contract specificity 

+ Os X Measurement ambiguity 
x Contract specificity 

+a, X Dummy +7 


Model 2 1n Table 3 shows the results for ex post costs 
Using a one-tailed test for our directional hypotheses, H4 
and Hs, we find that, as hypothesized, the impact of Positive 
1s negative and significant (B = — 404, p < 01), suggesting 
that contracts that are more specific than predicted lowered 
ex post transaction costs In contrast, the impact of Negative 
1s not significant (B = 131, p> 10) Likewise, Model 4 in 
Table 3 provides the results for ex ante contracting costs 
Using a one-tailed test, we find that the 1mpact of both Posi- 
tive (B = 016, p < 05) and Negative (B =-- 012, p < 10) 1s 
directionally consistent with the hypotheses and significant, 
suggesting that contracts that were more (less) specific than 
predicted had marginally higher (lower) expenditure of 
managerial effort Moreover, consistent with the findings in 
the whole residual analysis, the impact of the predicted 
level of contract specificity 1s strongly significant and posi- 
tive for both cost measures 

In summary, using two approaches to address endoge- 
neity—the whole and split residual analysis—we find that, 
in general, the results are consistent with expectations They 
also provide two key insights into governance costs First, 
in line with prior findings (Pilling, Crosby, and Jackson 
1994), more complex transactions (that are supported by 
more specific contracts) have higher ex ante and ex post 
costs Second, deviating from the predicted level of gover- 
nance, however, leads to a crucial divergence 1n the impact 
on the two cost metrics In particular, contracts that are 
more (less) specific than expected lowered (raised) ex post 
transaction problems but raised (lowered) ex ante contract- 
ing costs These subtle findings are a critical element of the 
governance logic espoused in TCE 


Controlling for Firm-Specific Effects 


Recall that several buying firms provided data on two trans- 
actions We now assess the robustness of our results by 
explicitly accounting for firm-specific heterogeneity using 
data from the subsample of firms that provided two obser- 
vations We first constructed a "balanced panel" with 1nfor- 
mation on all variables for both observations of each firm 
This gave us 210 (105 firms x 2) observations We then esti- 
mated a set of random-effects models using GLS (Greene 
2003) and the Garen specification to explain the contract 
choice and the effects on ex ante and ex post costs We con- 
ducted a Hausman test to assess whether the difference in 
coefficients between our random-effects model and an alter- 
native fixed-effects model was significant The results (p > 
10) indicate that this was not the case Thus, consistent 
with common practice, we prefer and report the random- 
effects models (Greene 2003) To investigate any systematic 
time-related effects, we coded the more recent of the two 
transactions as the “Dummy for second observation” Equa- 
tions 5, 6, and 7 provide the model specifications 
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(5) Contract specificity = Bo, + Bia Lock-in 
+ Bay X Transaction complexity 
+ Bs, x Measurement ambiguity 
+ Ban X Transaction size + Bs; 
x Frequency of prior interaction 
+ Bg. X Importance of transaction 
+ Bj, X Dummy for second observation 


+ Oy + Se 


(6) Ex post transaction costs = Yog + y1, X Contract specificity 
+ Yar X f 
+ Yu XÅ x Contract specificity 
+ Yay X Lock-in 
x Contractspecificity 
+ Ys, X Transaction complexity 
x Contract specificity 
+ Ysu X Measurement ambiguity 
x Contract specificity 
+ Yn X Dummy for second m 

observation 


(7) Ex ante contracting costs = 05, + 04, X Contract specificity 
+ Ba XT] 
+ 04, xT] x Contract specificity 
+ 644 X Lock-in 
X Contract specificity 
+ Os, X Transaction complexity 
x Contract specificity 
+ Osu X Measurement ambiguity 
x Contract specificity 
+ 05, Dummy for second 

observation 


+ On + Cert 


where O,, 1s the firm-specific error term (unobserved 
heterogeneity) and Oet 18 the model error, with the 1 and t 
subscripts referring to the individual firms and the two mea- 
surement waves, respectively The intraclass correlation (the 
correlation of between-transactions communality for the 
same firm) 1s given by p and calculated as = 6,2/(0,2 + 
Oe?) 

Table 4 shows the results The value of p 1s significant 
for the contract specificity and ex ante costs equations, sug- 
gesting strong firm fixed effects Overall, we again observe 
that buyers choose the level of contract specificity to muti- 
gate hazards arising from safeguarding and adaptation prob- 
lems The coefficient for the dummy 1n the contract speci- 
ficity equation (B = 859, p < 05) suggests that contracts 
were more specific for the more recent transaction The cost 
effects again show evidence of selection bias and deviation 
effects that are consistent with previously reported results 


TABLE 4 
Accounting for Unobserved Firm-Specific Heterogeneity 


Contract 
Variables Specificity (1) 
Constant 10 261 (1 300)*** 


Contract specificitya 
na 


fj x contract specificity 
Buyer lock-in x 
contract specificity 
Transaction complexity x 
contract specificity 
Measurement ambiguity x 
contract specificity 


Buyer lock-ina 093 ( 080) 
Transaction complexitya 105 ( 061)** 
Measurement ambiguitya — 139 ( 102)* 


Transaction size 

Frequency of prior interaction 
Importance of transaction 
Dummy for second observation 


—141 ( 135) 
236 ( 169) 
859 ( 421)** 


Oy 1795 

Oe 3 024 

pb 260 

Model fit Wald x? = 36 47 

Estimation method GLS, random effects 
(N = 210) 

*p « 10 

**p « 05 

"TD < 01 


aWe use one-tailed tests for these posited directional hypotheses 


524 ( 198)*** 


Parameter Estimates (Standard Errors) 


Ex Post Transaction Ex Ante Contracting 
Costs (2) Costs (3) 
18 585 ( 925)*** 316 ( 049)*** 
843 ( 434)** 181 ( 022)*** 
-311 ( 162)** 026 ( 009)*** 
— 091 ( 113) 006 ( 006) 
— 025 ( 123) 007 ( 006) 
042 ( 104) — 008 ( 005) 
— 265 ( 1537 ~ 008 ( 008) 
1 229 ( 137) -~ 100 ( 049)** 
2 463 295 
7 850 329 
090 446 
Wald xy? = 13 67 Wald x? = 82 48 
GLS, random effects GLS, random effects 
(N = 210) (N = 210) 


bp is the proportion of the total variance contributed by the panel-level variance component and calculated as p = o,2/(Gy2 + o?) 


The coefficient for f| 1s negative and significant for ex post 
costs (B = —311, p < 05) and positive and significant for ex 
ante costs (B = 026, p < 01) Overall, these results suggest 
that the chosen level of contract specificity 1s a trade-off 
that balances ex ante contracting costs with ex post transac- 
tion problems 


Discussion 


The TCE framework avers that contracting parties choose 
governance levels that economize on the total transaction 
costs—that 1s, the sum of two counterbalancing costs, ex 
ante contracting and ex post transaction problems In con- 
trast, the Grossman-Hart-Moore (GHM) incomplete con- 
tracing framework assumes that transactions can be cost- 
lessly renegotiated ex post and implicates governance 
choice to be primarily based on economizing on ex ante 
costs Using contract data on IT procurement, we use a 
deviation-based analysis to distinguish between the two 
positions and provide support to the TCE framework, 
instead of the GHM approach, by demonstrating that 
changes 1n contract specificity reduce one category of costs 
but increase the other The results hold even after we control 
for unobserved firm-specific heterogeneity We now turn to 
the implications of our findings 


Implications for Research 


Our analysis makes several important contributions First, 
we provide an explicit demonstration that ex ante contract- 
ing costs can potentially prevent parties from seeking gov- 
ernance arrangements that lower ex post transaction costs 
Consistent with theory (Williamson 1991) and pror evı- 
dence (Piling, Crosby, and Jackson 1994), we find that 
both ex ante and ex post costs go up as transactions become 
more complex However, after controlling for transactional 
attributes, we find a more discriminating result In general, 
contracts that are more specific than predicted by theory 
have lower ex post costs but higher ex ante costs, and vice 
versa 

Second, our joint analyses enhance our understanding 
on why parties choose a particular level of governance For 
example, Rosen (2004) and Bercovitz, Jap, and Nickerson 
(2006) find that unexpectedly higher relational norms 
improve performance, and Leiblein, Reuer, and Dalsace 
(2002) find that misaligned vertical integration (make) 
when theory predicts contractual governance (buy) 
enhances technological performance These studies do not 
find significant effects for a less-than-appropriate level of 
governance, leading to a tantalizing conclusion Only over- 
coordinated governance structures are more valuable in 
relation to their theory-predicted levels Moreover, these 
studies ignore the costs of setting up these hierarchical gov- 
ernance structures Our joint analysis of the tension 
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between the ex ante and the ex post costs of contracting 
reintroduces the basic symmetry that ıs consistent with 
TCE Both overcoordinated and undercoordinated gover- 
nance structures have counterbalancing costs 1n relation to 
their theory-predicted levels, providing a rationale for why 
contracting parties might not universally over- or under- 
coordinate We argue for evaluating governance misalign- 
ment effects on multiple dimensions of performance, espe- 
cially those that can be theoretically predicted to 
counterbalance each other 

Third, our data show the problem 1n directly comparing 
these costs without accounting for the role of contracts and 
transaction attributes Consider a seemingly reasonable con- 
jecture that time and effort spent in writing more precise 
contracts would lower ex post costs However, Table 1 
shows that the correlation between the two costs 1s signifi- 
cant and positive (231) This may seem anomalous, but it 1s 
in accordance with expectations 1f we consider that the real- 
ized levels of the two costs are a result of the chosen level 
of contract specificity In particular, when transactions are 
simple, not only the ex post costs but also the upfront costs 
of writing precise terms are low, and the value of contracts 
ıs trivial In contrast, when transactions become hazardous, 
ex post problems are likely to be higher, and farsighted 
firms that want to curb these costs would consciously 
expend effort and cost in designing contracts that are more 
detailed This logic ıs consistent with the entire pattern of 
observed correlations among attributes, contract specificity, 
and ex ante and ex post costs 1n Table 1 In summary, our 
results demonstrate the conceptual importance of correcting 
for endogeneity of contract form Without accounting for 
this endogeneity, researchers would spuriously conclude 
that contracts that are more specific per se lead to higher ex 
ante and ex post costs and thus are 1neffective governance 
forms 

Finally, the results suggest that 1t 1s not necessarily true 
that an absolute level (gh or low) of governance 1s better 
(or worse) For example, prior research (eg, Zaheer, 
McEvily, and Perrone 1998) has reported that stronger 
norms of trustworthiness 1mprove performance However, 
this does not rule out that stronger-than-average norms 1n a 
particular 1nstance might be 1nsufficiently strong (for given 
attribute levels) and influence performance differently 
Indeed, Uzzi (1996) provides some evidence that perfor- 
mance declines beyond a certain level of relational norms, 
however, he does not specify why and where the crossover 
point comes into being Consistent with Bercovitz, Jap, and 
Nickerson (2006), we suggest such a crossover point and 
argue that a fit analysis that accounts for transaction attrib- 
utes ıs more appropriate to test the governance-performance 
hnk How then do we reconcile these two approaches? We 
appeal for a more discriminating theoretical examination of 
what we mean by "attributes" and "governance" In their 
analysis of interfirm trust and performance, Gulati and 
Nickerson (2008) show the need to separate preexisting 
trust (an exogenous attribute of the exchange) from trust 
that 1s engineered to account for exchange hazards (an 
endogenous governance form) The former, exogenous 
trust, could grease the wheels of friction and 1mprove a rele- 
vant performance dimension (e g , opportunism) regardless 
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of other exchange hazards In contrast, endogenous (calcu- 
lative) trust should be amenable to the “fit” analysis A con- 
ceptual parsing of the exogenous attribute-type and endoge- 
nous governance-type effects of “nominal governance 
forms” could provide a better understanding of how firms 
organize their transactions to realize better performance 


Implications for Practice 


A recent Wall Street Journal article documents the 
Goldilocks dilemma on striking the nght balance between 
“too little” and “too much” contracting for IT procurement 
(Barthelemy 2008) In light of our results, we suggest that 
buyer managers need to be aware of the costs and benefits 
of striking loose versus rigid contract terms Writing more 
detailed contracts enables managers to set goals, clanfy 
expectations, lower misunderstandings, and reduce the 
counterparty’s range of opportunistic behavior These are 
likely to reduce the ex post costs due to nonperformance 
However, drafting more detailed contracts also requires 
expenditure in managerial time and effort 1n searching for 
information, projecting scenarios, identifying feasible con- 
tingencies, and negotiating acceptable solutions In contrast, 
keeping contract terms open enables parties to make value- 
enhancing adjustments and 1s likely to foster trust because 
parties do not hold each other to precise terms of the con- 
tract, however, opportunistic counterparties can exploit 
unspecified loopholes, leading to wasteful renegotiations 
and holdup Managers are encouraged to build an expertise 
in evaluating these contract design issues 

The results also suggest that managers need to under- 
stand the properties of the transaction under consideration 
Transactions that involve lock-in, those that are more com- 
plex, and those for which it 1s difficult to evaluate the ven- 
dor’s products upfront are likely to generate implementation 
hazards compared with simpler transactions Such inher- 
ently complex transacttons require valuable time and effort 
in constructing contract terms but are also likely to have 
more problems ex post In essence, constructing contracts 
that are decoupled from the essential nature of the transac- 
tion are not likely to be effective We prescribe a three-step 
decision frame to address these issues 

First, managers need to assess the hazards posed by 
transactional attributes If these hazards are low, managers 
need not expend effort 1n constructing detailed contracts In 
contrast, 1f the hazards are high, managers need to be more 
selective because these transactions have higher ex ante and 
ex post costs Managers then need to balance these costs 
with the value-added from entering into such hazardous 
transactions For example, they need to assess whether the 
improvements in productivity and cost efficiency from 
procuring customized configurations are worth the potential 
costs of managing these transactions Second, 1f the value- 
added from productivity improvements 1s substantial and 
desired, a balance needs to be achieved between the ex ante 
and the ex post costs For example, 1n some contexts, 1t 
might be beneficial to craft rigid contracts because the 
resultant reduction 1n the ex post 1mplementation problems 
overcomes the added managerial costs of writing these con- 
tracts in sufficient details Crucially, this level of “rigidity” 
must reflect the level of hazards posed ın the context In 


short, managers need to construct contracts that are not too 
costly to design but are specific enough to reduce hazards 
Third, given that complex transactions require high man- 
agement effort, ıt would be useful to build in realistic 
expectations Projects 1nvolving the procurement of com- 
plex, customized products/services are likely to take time 1n 
“fixing the bugs" and have ex post implementation issues It 
is then advisable that provisions be made for such slack 


Limitations 


This research has several limitations First, the results are 
context dependent, and caution must be exercised 1n gener- 
alizing our results and insights to other domains Second, 
our study focuses on only one form of governance struc- 
ture—namely, contract specificity and 1ts antecedents and 
performance implications Investigating other feasible gov- 
ernance structures might provide different results Third, the 
use of secondary data sets to test complex theoretical mod- 
els has its own limitations For example, our measures of 
lock-in and transaction complexity could have alternative 
interpretations, leading to potential issues with construct 
validity Moreover, secondary data sets bring along other 
limitations, such as the possible exclusion of important 
measures and typically an mability to go back to the orgi- 


nal providers of the data to seek further information on 
measures Fourth, although our results strongly suggest that 
buying firms need to consider the ex ante and ex post costs 
when choosing their level of contract specificity, the 
explicit trade-off points are not obvious because the mea- 
sures for ex ante and ex post costs are not directly compara- 
ble An analysis of the actual monetary costs of designing 
contracts ex ante and of ex post transaction problems would 
enable a direct assessment of the efficiency of contractual 
choices Fifth, our archival data set did not permit us to 
investigate other dimensions of performance For example, 
although we show the ex ante costs and ex post hazards 
from lock-in, complexity, and measurement difficulty, the 
benefits that buying firms derive from supplier-specific 
investments (that create lock-in) or buying complex prod- 
ucts that require intense coordination between the parties 
are not investigated in our tests Thus, an equally important 
strategic question— Why do buying firms want hazardous 
transactions that increase their ex ante and ex post costs?" — 
remains unanswered ın our analysis Finally, we examine 
our problem using data obtained from the buying organiza- 
tion An analysis of vendor-side data might provide differ- 
ent results and insights We hope that future studies will 
address these issues 








APPENDIX 
Measurement Scales and Items 
Construct Items 
Contract specificity Five-Point Scale (1 = "very little," and 5 = “very much") 


(Cronbach's a= 67) 


Terms in the formal agreements are sometimes very detailed and specific and at 


other times left open How specific were the contractual features with respect to 


the following 


1 implementation procedures 
2 Financial and legal conditions 
3 Technical specifications 

4 Agreement as a whole 


Buyer lock-in 
(Cronbach's a = 76) 


Five-Point Scaie (1 = “very small,” and 5 = “very large”) 
1 If the product failed and had to be replaced, what would be the loss, in 


terms of time and money, associated with purchasing a new product? 
2 lf the product failed and had to be replaced, what would be the loss, in 
terms of time and money, associated with training your personnel? 
3 If the product failed and had to be replaced, what would be the loss, in 
terms of time and money, associated with data and information entry? 
4 If the product failed and had to be replaced, what would be the loss, in 
terms of time and money, associated with stoppage at production 


departments? 


Transaction complexity 


Binary Yes/No Response Format 


What are the different kinds of products/services procured under this 
agreement? (multiple answers possible) 

1 Standard software (1)@ 

2 Personal computers (1) 

3 Workstations (1) 


4 Peripherals (1) 


5 Cabling (1) 


6 Network configuration (2) 
7 Mintcomputer (2) 


8 Mainframe (2) 


9 Computer-driven machines (2) 
10 Industry-specific software (3) 


11 Education (3) 


12 Instruction/training (3) 
13 Documentation (3) 
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APPENDIX 
Measurement Scales and Items 


Construct Items 


14 Support (4) 

15 Specialized software (4) 
16 Advice/consulting (4) 

17 Design (5) 

18 Customized software (5) 


Measurement ambiguity 
(Cronbach's a = 80) 


Five-Point Scale (1 = "very easy,” and 5 = “very difficult") 
1 How difficult was it to judge the quality of the product/service at the time of 
delivery? 
2 How difficult was it to compare this product/service to similar products? 
3 How difficult was it to compare the price/quality ratio of potential suppliers’ 
products/services? 


Transaction size What was the initial contract price (in Dutch guilders)? 


Five-Point Scale (1 = “very infrequently,” and 5 = "very frequently") 
1 How frequently did your organization do business with this supplier prior to 
this focal transaction? 


Frequenoy of prior interaction 


Five-Point Scale (1 = “very little," and 5 = “very much") 
How important was this product for 

1 The automation of your company 

2 The profitability of your company 


Importance of transaction 


Ex post transaction problems? Five-Point Scale (1 = “very little,” and 5 = "very much") 
Listed below are some potential problems that could arise regarding the product, 
its delivery, and its service Please indicate how severe the problems were for 
each of these items 
1 Went over delivery schedule 
2 Went over price/budget 
3 Product incomplete 
4 Product to slow/limited 
5 Deviations from specifications made 
6 Incompatibility with other IT products 
7 Installation to hurried/sloppy 
8 Support to slow/too late 
9 Service too slow/late 
10 Necessary adjustments and customization too slow/late 
- 11 Incomplete/unclear documentation 


Ex ante contracting costs in number of working days, how much time did you and your colleagues spent 


on negotiating and drafting the agreement with this supplier? 


aNumbers in parentheses reflect the ratings on task complexity for each of the products/services and represent increasing demand for 
coordination between the buyer and the seller 

bFormative measure 

Notes The original questionnaire was in Dutch Items were translated into English by two people who were experts in English and Dutch 
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Michael J. Barone & Tirthankar Roy 


Does Exclusivity Always Pay Off? 
Exclusive Price Promotions and 
Consumer Response 


Although customized price promotions are increasingly common in the marketplace, relatively Itttle is known about 
how deal recipients evaluate them The authors investigate the role of a promotional characteristic that has received 
little attention in the literature by examining whether consumers’ responsiveness to a targeted discount is influenced 
by their perceptions of the deal’s exclusivity (16 , the degree to which the offer is available only to them or to other 
consumers as well) The results demonstrate that exclusive promotions may be viewed more, equally, or less 
favorably than inclusive offers, depending on several factors used in decisions about the delivery of targeted offers 
(e g , customer demographics, transactional histories) Specifically, the authors find that exclusive deals are favored 
over inclusive offers (Study 1), a preference that is pronounced for consumers adopting independent self-construals 
(Study 2) and for male consumers with a history of purchasing from the marketer providing the offer (Study 3) 

These exclusivity effects are mediated by the ability of the promotional offer to allow consumers to engage in 
self-enhancement (Study 3) 








Keywords customized price promotions, targeted deals, self-construal, gender, customer—company relationships 


across-the-board sales promotions that provide 
unnecessary discounts to price-insensitive consumers 
has prompted a dramatic growth in customized pricing and 
sales promotions (Acquisti and Varian 2005) Consider the 
following examples Marriott rewards members of its 
eBreaks loyalty program with “exclusive rates” at its hotels, 
Road Runner Sports e-mails members of its Run America 
Club with “exclusive offers" (e g, double the price dıs- 
counts available to other consumers), and Guitar Center 
selectively limits special offers to the top 5% of its ten mil- 
hon customers Recently, however, questions have been 
raised regarding the efficacy of targeted offers 1n general 
(Homburg, Droll, and Totzek 2008) and customized price 
promotions in particular (Acquistt and Varian 2005, Fein- 
berg, Krishna, and Zhang 2002) Thus, whether companies 
should rely on customized promotions remains an open 
question, highlighting the need for additional research into 
how consumers respond to targeted discounts as well as 
contingencies that affect their response to these offerings 
(Franke, Keinz, and Steger 2009, Simonson 2005) 
In this regard, a variable that has received httle attention 
in the literature is the relative exclusivity of targeted price 


T= notion that targeted deals are more efficient than 
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promotions Because such promotions are offered selec- 
tively to some consumers (1e, deal recipients) but not to 
others (1e, deal nonrecipients), targeted price promotions 
involve a level of exclusivity that surpasses that associated 
with more inclusive (1e, undifferentiated) offers At their 
most exclusive, price discounts can be customized to maxi- 
mize promotional fit with individual consumers (Simonson 
2005) For example, firms often use exclusive deals as a 
means of rewarding their best patrons, such as Music123's 
provision of special discounts only to 1ts most valued 1ndi- 
vidual customers, who are identified by transactional histo- 
res At more modest levels of exclusivity, targeted promo- 
tions can be selectively offered to entire groups of 
consumers, as with affinity marketing programs (e g , Bor- 
ders’ educator savings promotions, which limit discounts to 
current and retired teachers) 

An important question 1s whether exclusivity influences 
the response of deal recipients to targeted price promotions 
To provide insight into this issue, this research conceptual- 
izes and empirically demonstrates that deal exclusivity can 
positively affect recipients’ evaluations of customized dis- 
counts, resulting in a preference for exclusive offers over 
inclusive promotions (Study 1) We also identify factors 
used in decisions pertaining to the delivery of targeted 
offers (e g , customer demographics, transactional histories) 
that shape the specific conditions under which targeted 
deals may be viewed more, equally, or less favorably than 
inclusive offers Specificaily, we observe a preference for 
exclusive deals for consumers adopting independent self- 
construals (Study 2) and for male consumers with a history 
of purchasing from the marketer (Study 3) In contrast, 
inclusive offers were favored over exclusive discounts by 
consumers with interdependent self-construals (Study 2) 
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and female consumers who had frequently patronized the 
marketer in the past (Study 3) Finally, exclusive and inclu- 
sive offers were evaluated similarly when consumers had 
made minimal purchases from the marketer (Study 3) Evi- 
dence is also presented indicating that these exclusivity 
effects arise through a self-enhancement process (Study 3) 

In addition to its theoretical import, this research has 
considerable pragmatic tmplications If exclusivity uni- 
formly enhances consumer response, firms can improve the 
efficiency of their marketing efforts by offering targeted 
promotions because deal response gains would be achieved 
without an increase 1n marketing cost However, if the 
effectiveness of exclusive deals 1s circumscribed to specific 
consumer segments or marketplace conditions, marketers 
must be aware of these contingencies to better understand 
when such approaches will yield desirable levels of return 
on investment Next, we develop a theoretical framework 
explicating why exclusivity should influence consumer 
reactions to price promotions, what contingencies exist 
regarding this impact, and the process by which such effects 
might arise 


Conceptual Framework 


Research by Feinberg, Krishna, and Zhang (2002) provides 
evidence of a betrayal effect, in which loyal consumers of a 
brand provide less favorable preferences for that brand 
when they are excluded from a targeted deal offered only to 
competitors’ customers Equity frameworks (Adams 1965, 
Bolton and Ockenfels 2000, Greenberg 1986) presume that 
people will engage 1n interpersonal comparisons that factor 
not only the outcomes received (nonsocial utility) but also 
how such outcomes compare with those that others accrue 
(social utility) When consumers react to marketing offers 
with the goal of maximizing personal welfare (1 e , they are 
self-regarding), the receipt of an exclusive deal leads to 
advantageous inequity that enhances evaluations of the tar- 
geted discount among deal recipients (Greenberg 1987, 
Loewenstein, Thompson, and Bazerman 1989) In contrast, 
nonrecipients (whose exclusion from the offer results in dis- 
advantageous inequity) should evaluate this type of promo- 
tion less favorably Thus, as a result of their respective out- 
comes, recipients and nonrecipients should differ in their 
evaluations of a targeted deal 

Equity theory further suggests that evaluations of a tar- 
geted offer will depend not only on the relative outcomes 
associated with the offer (1e, whether the consumer 1s a 
recipient or nonrecipient) but also on the inputs or costs 
associated with receipt of the promotion In the context of 
targeted deals, these inputs may be represented by the 
amount of effort customers have invested 1n their relation- 
ship with a marketer (e g , through their past patronage of 
the brand) (Feinberg, Krishna, and Zhang 2002, Homburg, 
Droll, and Totzek 2008), 1n turn, these investments should 
influence how consumers respond to a targeted offer (Ver- 
hoef 2003) In this regard, the negative reactions of deal 
nonrecipients in Feinberg, Krishna, and Zhang (2002) likely 
arose because of disparities in both exchange components 
In comparison with deal recipients, these consumers experi- 
enced disadvantageous inequity 1n terms of both the relative 
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outcomes associated with the offer (nonreceipt of the tar- 
geted promotion) and the relative inputs (brand-loyal nonre- 
cipients had more invested ın their relationship with the 
marketer than deal recipients, who were users of a competi- 
tive offering) Being placed in a situation of disadvanta- 
geous inequity presumably prompted negative emotions 
(Tabibnia, Satpute, and Lieberman 2008) that undermined 
the preferences of nonrecipients for the brand to which they 
had previously been loyal 

Unexplored to this point, however, 1s whether, when, 
and how recipients’ evaluations of a targeted price promo- 
tion may be affected by the offer’s exclusivity (1e, the 
extent to which an offer 1s available to consumers 1n the 
marketplace) If exclusion from a targeted offer can trigger 
disadvantageous inequity for nonrecipients (as Feinberg, 
Krishna, and Zhang [2002] demonstrate), 1t stands to reason 
that receipt of an exclusive discount should engender 
advantageous equity for deal recipients Continuing with 
the assumption that consumers are guided by self-rewarding 
motives, deal recipients should favorably evaluate receiving 
targeted offers that provide them with a basis for achieving 
advantageous inequity 


H, A positive relationship exists between deal exclusivity and 
deal evaluations 


H, (examined in Study 1) assumes that consumers are 
self-regarding and prefer offers that provide them with an 
advantage over other consumers This expectation 1s consis- 
tent with findings from research demonstrating 1n the con- 
text of general (versus targeted) price promotions that 
obtaining good deals can trigger positive emotions 
(Schindler 1998) and improve perceptions of transaction 
utility that lead to more favorable evaluations (Thaler 
1985) However, an emerging literature on inequity aversion 
(Fehr and Gintis 2007, Fehr and Schmidt 1999) suggests 
that certain people desire outcomes that balance self-regarding 
(1e, selfish) interests with other-regarding interests Thus, 
some consumers may be reluctant to engage 1n exchanges 
that provide them with advantageous inequity, and this dis- 
inclination 1s likely to grow with the level of inequity char- 
acterizing the exchange (Scheer, Kumar, and Steenkamp 
2003) 

In contrast to H4, then, 1nequity-averse deal recipients 
should evaluate a deal less favorably as ıt becomes more 
exclusive As a result of their motivation to avoid experienc- 
ing the negative affect (eg, guilt) that may accompany 
advantageous inequity (Scheer, Kumar, and Steenkamp 
2003), 1nequity-averse recipients should evaluate exclusive 
deals less favorably than more inclusive offers While varia- 
tions 1n inequity aversion have been examined at more 
macro levels (e g , across cultures, see Scheer, Kumar, and 
Steenkamp 2003), little work has explored individual differ- 
ence factors that characterize 1nequity-averse people How- 
ever, such an examination affords a means of identifying 
theoretically relevant variables that moderate consumers’ 
tendencies toward inequity aversion, information that 1s 
useful ın developing strategies aimed at more effectively 
and efficiently delivering targeted deals to the marketplace 

Accordingly, we next conceptualize the potential mod- 
erating role of self-construal and gender, respectively, on 


consumer response to exclusive promotions In addition to 
their relevance to customer segmentation and priontization 
strategies (see Abluwalia 2008), both factors may affect 
consumers' tendencies to employ a deal's exclusivity as a 
basis for self-enhancement, with attendant effects on deal 
evaluations We first explicate these possibilities. with 
respect to self-construal and then with respect to gender 


The Effects of Self-Construal on Consumer 
Response to Deal Exclusivity 


Self-construal reflects the potential for people to hold vary- 
ing self-views (Agrawal and Maheswaran 2005, Markus 
and Kitayama 1991) and involves the degree to which 
people define themselves ın isolation of others (1€ , 1nde- 
pendent construals) or in relation to a group (1e, mter- 
dependent construals) Although self-construal can be rep- 
resented as a chronic, relatively stable dimension of a 
person's personality or as a frame of mind that 1s situation- 
ally primed by contextual factors (Oyserman, Coon, and 
Kemmelmeier 2002), ın either case, ıt holds implications 
for the values people strive to achieve ın managing their 
self-concepts As a result, self-construals can influence 
judgments (Markus and Oyserman 1989), including those 
made ın response to sales promotions tactics (e g , loyalty 
programs, see Kivetz and Simonson 2003) 

To this end, people adopting 1ndependent, ego-focused 
construals tend to manage their self-concepts with respect 
to considerations that center on their relative uniqueness 
(Markus and Kitayama 1991, Oyserman, Coon, and Kem- 
melmeier 2002) This orientation. guides information pro- 
cessing 1n ways that allow people to "maintain, affirm, and 
bolster the construal of the self as an autonomous entity" 
(Markus and Kitayama 1991, p 235) Because the selectiv- 
ity of customized promotions 1s compatible with these val- 
ues, recipients with independent self-construals should 
favorably evaluate exclusive deals Conversely, because 
consumers with interdependent self-views define them- 
selves 1n terms of their connectedness with a group (Markus 
and Kitayama 1991), their decisions should reflect a desire 
to maintam harmony with others (Markus and Oyserman 
1989) As a result of this relational sensitivity, these people 
may value collectivism to the point of sacrificing personal 
gains to avoid discord with others (Oyserman, Coon, and 
Kemmelmeier 2002) Such people should therefore strive to 
achieve marketplace exchanges that lead to outcomes that 
are more equitable (versus inequitable) in nature In turn, 
this distaste for inequity should negatively affect the evalua- 
tions of a targeted deal provided by recipients with inter- 
dependent self-construals 


H, Self-construal moderates exclusivity’s influence on 
evaluations such that a stronger positive relationship exists 
between exclusivity and deal evaluations for recipients 
with independent self-construals than for those with inter- 
dependent self-construals 


These predicted effects, which we examine in Study 2, 
are important theoretically insofar as the influence of self- 
construal has yet to be examined in the general promotional 
context of price discounts, much less with respect to tar- 
geted offers Next, we explore how gender, a variable 


related to self-construal (Melnyk, Van Osselaer, and Bijmolt 
2009), might also 1nfluence consumer response to deals that 
vary in their exclusivity In doing so, we consider not only 
the outcomes a person receives 1n comparison with others 
but also the relative inputs required to receive these out- 
comes To this point, our discussion of equity considera- 
tions with respect to the evaluation of targeted deals has 
focused on differences 1n outcomes (1e, whether con- 
sumers receive exclusive or inclusive deals) to the exclusion 
of variation in the inputs associated with these outcomes To 
more fully explore the 1mplications of equity theory for the 
evaluations of exclusive deals, we consider how the level of 
effort consumers make through past patronage 1n cultivating 
a relationship with a marketer Ge, their relationship 
equity) affects their evaluations of customized discounts 
Considering the potential moderating role of relationship 
equity 1s advantageous theoretically because it provides 
conceptual refinements to the effects we predicted 1n H, 
and H5 Doing so also holds pragmatic utility by delimiting 
the conditions under which the use of exclusive discounts 
will be beneficial to firms 


The Effects of Gender on Consumer Response to 
Deal Exclusivity 


Research on self-construal suggests that recipient gender 
can influence how deal exclusivity affects the evaluations of 
customized offers Specifically, Western men are often char- 
acterized as possessing independent self-views, while Western 
women more typically adopt interdependent self-construals 
(Markus and Kitayama 1991) Men’s independent self- 
views should prompt them to value unique (1 e , exclusive) 
offers that provide them with the basis for self-enhancement 
to a greater extent than women, whose interdependent self- 
views should result in less favorable evaluations of targeted 
deals Such an outcome 1s compatible with research on sex 
roles 1n judgment (e g , Meyers-Levy 1988), demonstrating 
that men tend to employ agentic, self-focused processing 
goals (that should lead to a stronger preference for exclu- 
sive promotional offers), while women have communal pro- 
cessing goals that emphasize interpersonal considerations 
(and should result in a weaker preference for targeted 
deals) This expectation 1s also consistent with research on 
distributive justice showing that men prefer resource alloca- 
tions that provide gains to themselves, while women favor 
equity-based allocations that result ın similar gains to all 
(eg, Fehr, Naef, and Schmidt 2006, Major and Adams 
1983, O’Malley and Greenberg 1983) 

As we noted previously, a basic tenet of equity theory 
involves not only the outcomes that accrue (in this case, 
receipt of the targeted deal) but also the inputs necessary to 
obtain these benefits (1e, relationship equity) In this 
regard, recipients should react more strongly to the distribu- 
tion of targeted deals when they perceive that they have 
higher (rather than lower) relationship equity with a firm 
This rationale 18 borne out by Feinberg, Krishna, and 
Zhang's (2002) results, which indicate that customers who 
are loyal to a brand (and thus had achieved high levels of 
relationship equity) react in a particularly negative manner 
when they are excluded from a targeted promotion offered 
by the brand to less meritorious consumers (brand switch- 
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ers) In a positive vein, Kivetz, Urminsky, and Zheng (2006) 
demonstrate that consumers respond more favorably to an 
offer (e g , by accelerating purchases) when they have more 
invested ın a marketer's rewards program and therefore 
have developed greater relationship equity with the firm 

Accordingly, the level of effort a consumer 1nvests 1n 
building a relationship with a firm should be positively 
related to the degree to which recipients are sensitive to deal 
characteristics (1ncluding promotional exclusivity) and, as a 
result, to the extremity of their response to a targeted offer 
Therefore, consumers who have invested heavily 1n a rela- 
tionship with a firm through their transactional history 
should prove sensitive to receiving a targeted offer, 1n con- 
trast, those with lower levels of relationship equity may be 
less responsive to a deal’s exclusivity, given that they have 
little vested in the relationship (Adams 1965, Greenberg 
1986) Therefore, the influence of exclusivity on deal 
evaluations should be most prominent when consumers 
have built up (through past patronage) relatively high levels 
of relationship equity If this is indeed the case, the effects 
we set forth regarding gender and promotional exclusivity 
should be limited to conditions of high relationship equity 
Thus, we predict that men (women) should prefer exclusive 
(inclusive) offers, but only when relationship equity is high, 
when such equity 1s low, deal exclusivity should factor less 
into their evaluations 


H4 Relationship equity and gender moderate exclusivity's 
1nfluence on deal evaluations such that a stronger positive 
relationship exists between exclusivity and evaluations for 
male than for female recipients, but only when relation- 
ship equity 1$ high 


Underlying this mteraction is the presumption that men 
and women differ 1n their reliance on deal exclusivity for 
self-enhancement purposes Consumers with independent 
self-construals, as men are generally characterized, should 
value offers compatible with motives (e g, autonomy, 
uniqueness) relevant to managing their independent self- 
views (Oyserman, Coon, and Kemmelmeier 2002) Because 
exclusive promotions offer these deal recipients advanta- 
geous inequity relative to other consumers (who are 
increasingly likely to be nonrecipients as the deal becomes 
more exclusive), these targeted promotions should engender 
positive emotions for men, driving more favorable deal 
evaluations (Scheer, Kumar, and Steenkamp 2003, Tabib- 
nia, Satpute, and Lieberman 2008) Conversely, exclusive 
offers should be less capable of promoting these positive 
feelings for people with interdependent self-views (eg, 
women), who strive to achieve goals that are related to fitting 
in with and promoting harmony with relevant others (Oyser- 
man, Coon, and Kemmelmeier 2002) To the extent that 
recipients use the relative exclusivity of a price promotion 
to form their deal evaluations (e g , when relationship equity 
1s high), exclusive offers should better enable men to self- 
enhance Thus, we expect this process of self-enhancement 
associated with deal receipt to mediate the anticipated inter- 
active effects of relationship equity and gender on deal 
exclusivity—that 1s, mediated moderation will occur (Baron 
and Kenny 1986) 
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H, The interactive effects of deal exclusivity, relationship 
equity, and gender on deal evaluations are mediated by 
feelings of self-enhancement 


We examine H, and Hy ın Study 3 


Study 1 


The primary objective of this study was to provide an initial 
demonstration of deal exclusivity effects by testing H,’s 
prediction that more favorable evaluations would be associ- 
ated 1n general with exclusive versus inclusive deals Study 
1 also employed a methodology to ascertain whether deal 
recipients are, as we presumed, aware of the exclusivity 
associated with a targeted price promotion To this end, we 
used a cognitive response task to assess the thoughts the tar- 
geted deal spontaneously evoked, enabling an assessment as 
to whether perceptions of promotional exclusivity were 
salient as participants considered the promotional offer but 
before they completed the deal evaluation measures 


Method 


Eighty administrative employees of a midwestern university 
were recruited to participate 1n the study 1n exchange for $5 
and were assigned randomly to one of two conditions (deal 
exclusivity exclusive, inclusive) ! Participants were told 
that they would be evaluating a price promotion offered by 
a major consumer electronics retailer from which they were 
asked to assume that they had previously purchased items 
Participants were then presented with a mock-up of a mail- 
ing announcing a special one-day, invitation-only sale the 
retailer designed to reward customers for their past patron- 
age (see Figure 1) The deal exclusivity manipulation was 
embedded in the offer such that in the exclusive (inclusive) 
deal condition, the promotion informed participants that 
very few (many other) customers were selected to receive 
this invitation All other aspects of the offer, including 
information directly signaling the value associated with the 
promotion (e g , "At this sale, we will have our top-name 
products with prices at markdowns that are well below our 
everyday low prices"), were held constant across the two 
exclusivity conditions 

Participants then completed a cognitive response task 1n 
which they were asked to list every thought they had while 
reading the sales promotion Two judges, who were blind to 
the study's objectives, coded these responses for mentions 
that the deal was perceived as exclusive (e g , "this offer 1s 
given to a small group of consumers," "the deal 1s exclusive, 
for only selected few people") or inclusive (e g , “this deal 
is for everyone,” “the sale 1s open to all of the general pub- 
lic") Interjudge agreement was 91%, and all disagreements 
were reconciled through discussion Following this task, 
participants indicated how likely (0 = “not at all likely,” and 


IDeal exclusivity falls on a continuum ranging from promotions 
provided to one person to offers that are available to virtually all 
consumers ın a market Although our instantiations represent 
“more exclusive” and “more inclusive” offers, for expositional 
ease, we use the term “exclusive” or “inclusive” to refer to our 
deal manipulations throughout this article Note also that because 
our instantiations do not occupy the endpoints of this continuum, 
our studies provide a conservative test of deal exclusivity effects 


FIGURE 1 
Experimental Stimuli: Study 1 


A: Exclusive Deal Condition 


ONE DAY SALE!! BY INVITATION ONLY!! 


We're inviting you to a one day sales event that is being 
offered on an invitation-only basis to a very select group of 
consumers 


At this sale, we'll have top-name products with prices at 
markdowns well below our everyday low prices Sale items 
will include products from each and every department and 
from just about every brand we carry, all priced to move at 
this one-day only sale We'll also offer special financing 
options that include no interest for 2 years on all purchases 
over $500 


Remember, youre part of a select group of our customers 
that have been invited to this one day sale!! 


HOPE TO SEE YOU THERE! 
B. Inclusive Deal Condition 


ONE DAY SALE!! OPEN TO THE GENERAL PUBLIC!! 


We're inviting you to a one day sales event that is being 
offered to the general public 


At this sale, we'll have top-name products with prices at 
markdowns well below our everyday low prices Sale items 
will include products from each and every department and 
from just about every brand we carry, all priced to move at 
this one-day only sale We'll also offer special financing 
options that include no interest for 2 years on all purchases 
over $500 





Remember, this is a one day sale!! 
HOPE TO SEE YOU THERE!! 


10 z *very likely") they were to attend the event and evalu- 
ated the deal on three nine-point scales ("My opinion of this 
sales promotion is” 1 = “bad,” and 9 = “good”, 1 = “nega- 
tive," and 9 = “positive”, and 1 = “unfavorable,” and 9 = 
“favorable”, à, = 97) Four items were then completed as a 
check on the deal exclusivity manipulation (“The sales pro- 
motion was ” 1 = “available to very few customers,” and 
9 = “available to many customers”, | = “exclusive,” and 9 = 
“inclusive”, 1 = “restricted,” and 9 = "not at all restricted”, 
and 1 = “selective,” and 9 = “not at all selective") We aver- 
aged these responses (œ = 99) to form an index of deal 
exclusivity, with lower means reflecting greater exclusivity 
Finally, participants revealed how often (1 = “not at all," 
and 9 = “very frequently") they used consumer electronics 
and how often they shopped for such products, and they 
completed measures identifying their age, household 
income, and racial status Participants fell mainly 1n the age 
range of 40-49 years (35 096) and the income range of 
$40,000—$59,999 (42 595), they were primarily Caucasian 
(76 2%), and they were frequent users (M = 8 36) and shop- 
pers (M = 6 43) of consumer electronics 


Results 


Participants viewed the promotion as more selective (F(1, 
79) = 1551 37, p < 001) ın the exclusive (M = 2 92) than in 
the inclusive (M = 877) deal condition Reflecting the 
salience of promotional exclusivity during deal considera- 
tion, a greater number of thoughts about the offer’s selectiv- 


ity were recorded 1n the exclusive (M = 1 71) than 1n the 
inclusive (M = 00) deal condition (F(1, 79) = 149 06, p < 
001) Conversely, there were more thoughts about the 
offer’s widespread availability when the deal was inclusive 
(M = 1 29) than when it was exclusive (M = 00) in nature 
(F(1, 79) = 324 47, p « 001) To examine H,’s prediction 
that exclusive offers would induce more favorable 
responses than inclusive deals, we analyzed participants’ 
deal evaluations and 1ntentions to attend the promotional 
event using a 2 (deal exclusive, inclusive) x 2 (measure 
evaluations, intentions) mixed analysis of variance 
(ANOVA), with deal type representing a between-subjects 
factor and measure type representing a within-subject 
variable Given that the type of measure did not qualify the 
predicted effect of deal exclusivity (p > 3), and for expost- 
tional ease, all subsequent analyses collapse across the two 
individual measures and involve a composite measure of 
deal response Indicative of the exclusivity effect predicted 
in Hj, a more favorable deal response was associated with 
the exclusive (M = 6 61) than the inclusive (M = 3 55) deal 
condition (F(1, 79) = 212 83, p « 001) 


Discussion 


Study 1 provides an initial demonstration of the influence 
of deal exclusivity on consumer evaluations of targeted 
price promotions, with a superiority observed for exclusive 
offers over inclusive deals These findings may create the 
impression that exclusive deals are always received more 
favorably than inclusive offers, a perception consistent with 
the managerial logic underlying the adoption of customer 
prioritization strategies On the basis of such evidence, 
managers may therefore be tempted to employ targeted 
price promotions even under circumstances ın which cus- 
tomized offers may not prove effective To provide a more 
nuanced understanding of the conditions under which 
exclusive deals are capable of delivering their presumed 
benefits, Study 2 considers the moderating role of consumer 
self-construal on receptivity to a targeted price discount We 
anticipated that exclusive discounts would maintain their 
superiority over inclusive offers (as observed in Study 1) but 
that this preference would be stronger for deal recipients 
with independent than interdependent self-construals (Hz) 


Study 2: The Moderating Effect of 
Self-Construal 


Method 


Two hundred thirty-eight business undergraduate students 
at a midwestern university were randomly assigned to the 
cells of a 2 (deal exclusivity exclusive versus inclusive) x 2 
(primed self-construal independent versus interdependent) 
design In an initial phase, participants encountered infor- 
mation used to manipulate self-construal by priming 
thoughts of either independence or interdependence 
(Brewer and Gardner 1996) Specifically, participants were 
asked to read through a short passage and to circle all pro- 
nouns they could find, 1n the 1ndependent (interdependent) 
condition, the pronouns were self-oriented (other-oriented) 
Following this task, participants completed the Twenty 
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Statement Test, 1n which they were asked to compose 20 
unique statements in response to the question “Who am I?" 
Each response was coded either as a personal attribute 
(indicative of an independent self-construal being primed) 
or as describing a social role or relationship (characteristic 
of an interdependent self-construal being primed) and rep- 
resented a check on the self-construal prime (Agrawal and 
Maheswaran 2005) 

Participants proceeded to a second phase of the study in 
which they were exposed to either the exclusive or the 
inclusive deal from Study 1 Then, they completed the 
intentions, deal attitude (œ = 98), and deal exclusivity 
manipulation check measures (à = 99) from Study 1 After 
completing a distractor task, participants responded to mea- 
sures of chronic independent (œ = 91) and interdependent 
(œ = 83) self-construal (Singelis 1994) In line with the 
work of Escalas and Bettman (2008), we used median splits 
to classify participants as "independent" (1f they scored 
above the median on the independent subscale and below 
the median on the interdependent subscale) or “:nterdepen- 
dent" (1f they scored above [below] the median on the 1nter- 
dependent [independent] subscale) This procedure resulted 
in 150 participants being retained for analyses relying on 
chronic (rather than primed) self-construals 


Results 


Manipulation checks We assessed the manipulation 
checks using separate 2 (deal exclusivity) x 2 (primed self- 
construal) ANOVAs We observed a deal exclusivity main 
effect for the exclusivity manipulation check such that par- 
ticipants viewed the sales promotion as more selective ın 
the exclusive (M = 2 72) than in the inclusive (M = 8 44) 
deal condition (F(1, 237) = 2980 63, p < 001, for all other 
effects, p > 18) Reflecting the success of the self-construal 
prime, participants ın the independent condition (M = 
12 42) listed more self-related thoughts on the Twenty 
Statement Test than those 1n the interdependent condition 
(M = 809, F(1, 237) = 176 59, p « 001, for all other 
effects, p > 6), conversely, the latter participants provided 
more other-related thoughts (M = 9 08) than the former 
(M = 5 60, F(1, 237) = 113 90, p < 001, for all other effects, 
p > 15) A final analysis revealed that participants classi- 
fied as independents (Mdn = 6 58) on the chronic measure 
of self-construal scored higher on the 1ndependent subscale 
(M = 7 27) than those categorized as interdependents (Mdn = 
583 M = 504, F(1, 148) = 350 66, p < 001) Likewise, 
interdependents (M = 6 81) scored higher on the interde- 
pendent subscale than independents (M = 5 13, F(1, 148) = 
424 03, p « 001) 


Test of Hy To test our prediction of stronger preferences 
for exclusive promotions among participants with 1ndepen- 
dent than interdependent self-construals (H5), we submitted 
responses to the deal evaluation and intention measures to a 
2 (deal exclusive, inclusive) x 2 (self-construal prime 
independent, interdependent) x 2 (measure evaluations, 
intentions) mixed ANOVA, with the first two variables serv- 
ing as between-subjects factors and the final variable serv- 
ing as a Within-subject variable (for cell means, see Table 1, 
Panel A) Given that measure type did not qualify the antici- 
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TABLE 1 
Cell Means for Study 2 (Deal Exclusivity x 
Self-Construal) 


A: Primed (Manipulated) Self-Construal 





independent Interdependent 
Measure Exclusive Inclusive Exclusive Inclusive 
Intentions 7 12 3 48 5 42 6 16 
Deal attitude 6 71 3 16 5 29 621 

B: Chronic (Measured) Self-Construal 

Independent Interdependent 
Measure Exclusive Inclusive Exclusive Inclusive 
Intentions 6 87 3 88 564 6 38 


Deal attitude 648 3 86 5 23 613 


pated two-way interaction (p > 6), subsequent analyses 
used the same composite measure of deal response we 
employed ın Study 1 A 2 x 2 ANOVA revealed the pre- 
dicted deal x self-construal interaction (F (1, 234) = 115 49, 
p « 001, see Figure 2, Panel A) To further examine the 
nature of this interaction, we conducted simple main effect 
tests that estimated the influence of deal exclusivity within 
self-construal level ? As we expected, participants receiving 
the independent prime evaluated the exclusive offer more 
favorably than the inclusive deal (F(1, 234) = 153 63, p < 
001), their response to the exclusive offer was also more 
favorable than that observed in the interdependent prime 
condition (F(1, 234) = 3474, p < 001) Notably, partici- 
pants in the latter group actually provided more favorable 
evaluations in response to the inclusive deal than the exclu- 
sive offer (F(1, 234) = 8 09, p < 01), a pattern of effects 
opposite that observed for those in the independent prime 
condition 

To further establish the robustness of the effects posited 
in H», we examined whether deal attitudes and intentions 
associated with the inclusive and exclusive deals also vaned 
by participants’ chronic self-construals, as predicted in H, 
(for cell means, see Table 1, Panel B) Because a 2 (deal) x 
2 (chronic self-construal) x 2 (measure) mixed ANOVA 
demonstrated that the predicted deal x self-construal inter- 
action was not qualified by type of measure (p > 4), we 
averaged intentions and evaluations to form an index of deal 
response Consistent with H», a 2 x 2 ANOVA yielded the 
anticipated deal x self-construal interaction (F(1, 146) = 
39 74, p « 001, see Figure 2, Panel B)? Follow-up con- 
trasts indicated that, as we observed when self-construal 
was primed, (1) participants with 1ndependent chronic self- 
construals preferred the exclusive deal (F(1, 146) = 45 63, 


2Here and in Study 3, we estimated simple main effect tests 
using the mean square error from the full design Reestimating 
these contrasts using the error term from the design partition 
including only the cells 1nvolved in the contrast produced analo- 
gous findings 

3The critical exclusivity x self-construal interaction was also 
significant (p « 001) based on a separate analysis using a continu- 
ous measure of chronic self-construal ([independent — interdepen- 
dent]/[independent + interdependent], see Escalas and Bettman 
2008) that retained responses from all participants 


FIGURE 2 
Effects Observed in Study 2: Deal Exclusivity x 
Self-Construal Interaction 


A Observed Effects: Primed Construal 
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B: Observed Effects: Chronic Construal 
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p< 001), (2) they evaluated the exclusive offer more favor- 
ably than those with interdependent chronic self-construals 
(F(1, 146) = 14 88, p < 001), and (3) the participants with 
interdependent chronic self-construals preferred the inclu- 
sive offer over the exclusive deal (F(1, 146) = 4 26, p < 05) 


Discussion 


The results from Study 2 demonstrate that, as we predicted, 
participants adopting an independent self-construal pre- 
ferred exclusive deals to a greater extent than participants 
adopting an interdependent self-construal Somewhat unex- 
pectedly, participants with an interdependent self-construal 
exhibited a reversal of the effects observed for those with an 
independent self-construal by exhibiting a preference for 
inclusive offers over exclusive deals Study 3 extends the 
findings from Study 2 by examining how gender influences 
consumer evaluations of exclusive deals Another aim of 
Study 3 was to determine whether exclusivity effects are 








contingent on the level of effort (1€, past patronage) con- 
sumers have invested in their 1elationship with a marketer 
(H4), a factor that firms often use 1n allocating targeted pro- 
motions (Homburg, Droll, and Totzek 2008) and that 1nflu- 
ences consumer response to such offers (Verhoef 2003) A 
final goal was to determine whether the influence of promo- 
tional exclusivity arises as a result of a targeted offer's 
impact on the deal recipient's ability to self-enhance (H4) 


Study 3: Interactive Effects of 
Gender and Relationship Equity 


Method 


We randomly assigned 285 undergraduate business students 
to the cells of a 2 (deal exclusivity lower, higher) x 2 (rela- 
tionship equity lower, higher) x 2 (gender female, male) 
between-subjects factorial design The procedure corre- 
sponded to that used previously insofar as participants were 
exposed to either the exclusive or the inclusive deal from 
Study 1 Before receiving and evaluating this deal, partici- 
pants were provided a manipulation of relationship equity 
that involved varying the level of effort or investment they 
were asked to assume they had made with the retailer 
(through their past patronage) to receive the deal Thus, par- 
ticipants in the high-relationship-equity (low-relationship- 
equity) condition were asked to assume that this was a store 
that they had visited frequently (visited a few times) and 
that they had made several purchases (only one purchase) 
from this store involving relatively expensive (relatively 
inexpensive) items 

After reading this information and processing the pro- 
motional offer, participants responded to the same depen- 
dent measures from Studies 1 and 2 (for deal attitudes, ~ = 
95) To garner evidence germane to the self-enhancement 
process posited to underlie deal exclusivity effects, partici- 
pants indicated their agreement with two statements (1 = 
“strongly disagree," and 9 = “strongly agree") that mea- 
sured the extent to which being invited to the sales promo- 
tion event made them feel special and good about them- 
selves (r = 77) They then completed the deal exclusivity 
manipulation check (à = 91) from the previous studies, a 
three-item check (œ = 96) on the equity manipulation 
("Compared to this retailer’s other customers, my being 
invited to this sales promotion event was ” 1 = “less 
deserved," and 9 = “more deserved”, 1 = “less warranted,” 
and 9 = “more warranted”, and 1 = “less justified,” and 9 = 
“more justified”), and a measure of gender 


Results 


Manipulation checks We analyzed responses to the deal 
exclusivity manipulation check using a 2 (deal exclusivity 
lower, higher) x 2 (relationship equity lower, higher) x 2 
(gender male, female) ANOVA As we intended, the deal 
was viewed as more restricted in the exclusive (M = 3 64) 
than 1n the inclusive (M = 5 11) condition (F(1, 279) = 
35 69, p « 001) In addition, the sales promotion was per- 
ceived as more exclusive by participants assigned to the 
high-equity (M. = 3 91) than by those assigned to the low- 
equity (M = 4 82) condition (F(1, 279) = 13 17, p « 001, 


Does Exclusivity Always Pay Off? / 127 


for all other effects, p > 1) To gauge the impact of the 
equity manipulation, we submitted responses to the deal 
equity measure to a 2 (exclusivity) x 2 (relationship equity) x 
2 (gender) ANOVA This analysis revealed the desired main 
effect of equity, with higher levels of equity reported 1n the 
high-equity (M = 6 59) than in the low-equity (M = 3 92) 
condition (F(1, 279) = 198 16, p « 001, for all other effects, 
p> 2) 

Test of H} Subsequent analyses examined our predic- 
tion that the effects of exclusivity would depend on the level 
of relationship equity and recipient gender We anticipated 
that male participants would exhibit a stronger preference 
for exclusive deals than female participants, though we 
expected this effect to be limited to conditions involving 
high relationship equity (H3) This expected pattern of 
effects suggests a three-way interaction involving exclusiv- 
ity, relationship equity, and gender To evaluate this hypoth- 
esis, we submutted mtentions and deal evaluations to a 2 
(exclusivity) x 2 (relationship equity) x 2 (gender) x 2 
(measure) mixed ANOVA, with the first three variables 
serving as between-subjects factors and the final variable 
serving as a within-subject variable (for cell means, see 
Table 2, Panel A) As in the pnor studies, because type of 
measure did not qualify the predicted three-way interaction, 
we collapse across the two measures and employ a compos- 
ite measure of deal response ın the remaining analyses 

A 2 (exclusivity) x 2 (relationship equity) x 2 (gender) 
ANOVA revealed the predicted three-way interaction (F(1, 
219) = 6 70, p < 05) We conducted simple main effect tests 
that estimated the 1mpact of exclusivity within. gender to 
ascertain whether this interaction comported with that pre- 
dicted (see Figure 3) One set of contrasts indicated that, as 
we expected, exclusivity did not significantly affect deal 
response for male participants under low-equity conditions 
(FC, 279) < 1, p > 7) Rather, the effects of exclusivity 
were limited to the high-equity condition (F(1, 279) = 3 91, 
p < 05) because these participants responded more favor- 
ably to the deal when it was exclusive than when it was 


FIGURE 3 
Effects Observed in Study 3: Exclusivity x 
Relationship Equity x Gender Interaction 
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TABLE 2 
Results for Study 3 (Deal Exclusivity x Relationship Equity x Gender) 
A: Cell Means 
Low Relationship Equity High Relationship Equity 
Men Women Men Women 

Measure Exclusive Inclusive Exclusive Inclusive Exclusive inclusive Exclusive Inclusive 
Intentions 6 47 6 27 6 95 6 51 8 14 7 19 7 52 8 36 
Deal attitude 6 34 6 74 6 74 6 65 7 46 6 66 6 78 7 63 
Self-enhancement 401 4 64 5 48 4 98 625 5 38 5 50 6 45 

B: Mediational Results 

ANOVA Results: ANCOVA Results 

Effects Observed on Test Variable Covariate Test Variable 
Deal Hesponse Effect Size Effect Size Effect Size Reduction 

Group Test Variable p-Value (n?) pValue (n2) pValue (n?) in 1? 
All participants Exclusivity x equity x gender < 05 023 000 342 318 004 82 6% 
High-equity men Exclusivity « 05 061 000 254 176 028 54 196 
High-equity women Exclusivity « 05 086 000 352 154 030 65 196 





128 / Journal of Marketing, March 2010 


inclusive Analyses involving female participants revealed 
that though the deal type manipulation had a negligible 
impact on their evaluations under low-equity conditions 
(F(1, 279) « 1, p > 5), these participants exhibited a rever- 
sal of the exclusivity effect observed for male participants 
under high-equity conditions (F(1, 279) = 459, p « 05) 
Thus, consistent with H3, 1n the high-equity condition, male 
participants exhibited a stronger preference for exclusive 
offers than female participants, who actually preferred 
inclusive deals over those that were more exclusive 


Test of H4 Our conceptual framework further suggests 
that the influence of exclusivity on the evaluations provided 
by male and female participants 1n the high-relationship- 
equity condition would be mediated by self-enhancement 
Mediated moderation requires establishing a significant 
exclusivity x equity x gender interaction for the dependent 
variable (deal response), as was reported previously, and for 
the posited mediator (the level of self-enhancement engen- 
dered by deal receipt) The results from a 2 x 2x 2 ANOVA 
performed on the self-enhancement variable yielded signifi- 
cant main effects for relationship equity (F(1, 279) = 23 17, 
p < 001) and gender (F(1, 279) = 5 35, p < 05), with higher 
levels of self-enhancement reported when relationship 
equity was high and by women More critically, the analysis 
also substantiated the required three-way interaction on 
self-enhancement (F(1, 279) = 9 08, p « 01, for cell means, 
see Table 2, Panel A) To demonstrate mediation further, we 
included self-enhancement as a covariate, which eliminated 
the significant three-way interaction observed previously 
with respect to deal response (see Table 2, Panel B) More- 
over, we reexecuted the remaining ANOVAs used to pro- 
vide support for H4 as analyses of covariance (ANCOVAs), 
including self-enhancement as a mediator In every 
instance, self-enhancement emerged as a significant covari- 
ate (all ps < 001, see Table 2, Panel B) Importantly, 1nclu- 
sion. of self-enhancement as a covariate 1n each analysis 
rendered a previously significant effect nonsignificant (all 
ps > 15), with the corresponding reduction in effect sizes 
ranging from approximately 50% to more than 80% 

Given that we presumed the effect of exclusivity on 
self-enhancement and, 1n turn, on deal response to be oper- 
ative primarily when relationship equity was high, we con- 
ducted similar mediational analyses nested within equity 
condition In the high-equity condition, including self- 
enhancement as a covariate reduced the effect size associ- 
ated with the exclusivity x gender interaction from 073 
(from the ANOVA) to 029 (from the ANCOVA) Con- 
versely, under low-equity conditions, the effect size associ- 
ated with exclusivity x gender interaction was negligible, 
regardless of whether ( 001) or not ( 003) self-enhancement 
was included as a covariate Collectively, these results 
establish the mediated moderation predicted in H4 


General Discussion 


Targeted promotions and customized pricing are becoming 
increasingly common 1n the market Extant research on 
these practices (e g , Feinberg, Krishna, and Zhang 2002) 
has focused on how nonrecipients respond to deals provided 


selectively to other consumers A complementary but unex- 
plored issue 1s whether the response of deal recipients 
depends on perceptions of the offer’s exclusivity (1e, its 
availability to other consumers) To this end, the current 
research addresses an important theoretical void 1n the pro- 
motions literature by establishing the presence of deal 
exclusivity effects Across three studies, we demonstrate 
that some consumers (e g , male participants and those with 
independent self-views) favor exclusive deals over inclusive 
ones The findings further show that under certain condi- 
tions (e g , when the level of relationship equity consumers 
have built with a marketer through their past patronage 1s 
low), both types of offers are evaluated equally favorably 
Perhaps most intriguing are the results indicating that cer- 
tain consumers (eg, female participants and those with 
interdependent construals) react negatively to receiving a 
targeted offer that 1s exclusive, instead preferring discounts 
that are more widely available 

In addition to identifying these boundary conditions to 
the positive effects of deal exclusivity, we provide evidence 
of the process mediating such effects These results indicate 
that consumers who prefer more exclusive deals do so 
because receiving selective offers provides them with a 
basis for self-enhancement (e g , by helping them attain val- 
ues related to autonomy) In contrast, the negative reactions 
of participants exhibiting an aversion to exclusive promo- 
tions were driven by the superiority of inclusive offers to 
allow them to self-enhance (e g , by confirming their desires 
to maintain harmony with others) Thus, while receipt of an 
exclusive targeted deal can engender positive feelings for 
certain segments of consumers, these same offers can trig- 
ger less favorable emotions for other consumers that under- 
mune their evaluations of the deal 

Aside from providing an initial demonstration of when 
and how deal exclusivity influences consumer response to 
targeted promotions, the current investigation contributes to 
several other literature streams First, in conceptualizing 
the observed response variability to deal exclusivity, we 
employed inequity aversion, a concept from economics that 
has received minimal empirical consideration 1n the market- 
ing literature This inattention 1s somewhat surprising given 
that inequity aversion focuses on exchanges and outcomes, 
two concepts fundamental to the study of marketing 
(Bagozzi 1975) Research on inequity aversion provides a 
basis for anticipating that some people will exhibit self- 
regarding preferences for options that afford them advanta- 
geous inequity, and others will prefer more equitable out- 
comes that reflect a consideration of other-regarding 
interests However, little empirical attention has been given 
to identifying factors useful ın predicting who will be 
inequity averse and who will not The current research pro- 
vides such evidence by documenting that inequity-averse 
behavior 1s more likely for certain people (e g , female par- 
ticipants and consumers with 1nterdependent self-construals) 
and under certain conditions (e g , when relationship equity 
is high) Research along these lines 1s important theoreti- 
cally given that ıt delineates moderating variables associ- 
ated with conditional boundaries to inequity aversion, prag- 
matically, these findings have value by pinpointing 
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characteristics that marketers can incorporate into the strate- 
gies they use to deliver targeted deals to the marketplace 

Second, prior research has focused on examining the 
parameters typically associated with managers’ develop- 
ment of promotional calendars, including depth, frequency, 
and duration (Silva-Risso, Bucklin, and Morrison 1999) By 
demonstrating that exclusive deals may be evaluated more, 
equally, or less favorably than inclusive deals, we show that 
consumer response to discounts are also sensitive to a “non- 
traditional" deal characteristic, namely, the perceived exclu- 
sivity of a price promotion These results extend the litera- 
ture on deal restrictions as well Although extant research 
has focused on promotional limitations, such as quantity, 
tme, and minimum purchase requirements (Inman, Peter, 
and Raghubir 1997), our studies provide insight into an 
understudied form of deal restriction (exclusivity) that 1s 
becoming increasingly important with the growth of tar- 
geted offers 

Our findings similarly hold implications for research on 
transaction utility theory, indicating that deal recipients can 
experience self-enhancement through affective conse- 
quences associated with being a "smart shopper" (Schindler 
1998) The results expand on prior work in this area by 
demonstrating that receipt of a "good deal" in the form of 
an exclusive promotion that provides consumers with a 
financial advantage in the marketplace (relative to con- 
sumers who do not receive the discount) does not necessar- 
uy engender positive feelings Rather, the evidence pro- 
vided here indicates that the relationship between receiving 
a deal and experiencing positive affect may be more com- 
plex than previously believed and contingent on characteris- 
tics associated with both the consumer (e g , self-construal, 
gender) and the offer (e g , 1ts exclusivity) 


implications for Marketing Practice 


A rationale underlying marketers’ increasing reliance on 
targeted price promotions 1s the ability of these exclusive 
deals to trigger heightened customer response and, conse- 
quently, increased profits (Homburg, Droll, and Totzek 
2008) However, recent research has begun to question the 
general presumption regarding this effectiveness of cus- 
tomer prioritization by considering potential negative con- 
sequences associated with the use of targeted offers (eg, 
Feinberg, Krishna, and Zhang 2002, Homburg, Droll, and 
Totzek 2008) Along simular lines, the current research also 
provides some caveats for marketers to consider 1n deploy- 
ing customized deals that are exclusively offered to certain 
customers or customer segments Although we provide evi- 
dence indicating that exclusive offers can heighten con- 
sumer response (Study 1), the results from Studies 2 and 3 
qualify this positive effect of deal exclusivity Thus, our 
findings indicate that exclusive offers are sometimes no 
more effective than 1nclusive promotions (1e, when rela- 
tionship equity 1s low) Even more counterintuitive 1s evi- 
dence that consumers may also react negatively to receiving 
an exclusive deal 1n relation to one that 1s more inclusively 
available to other consumers 

This variation in response to exclusive deals suggests 
that customized promotions will yield more desirable mar- 
keting outcomes when employed with respect to certain 
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customer groups than others As such, evidence document- 
ing the moderating effects of self-construal and gender on 
deal exclusivity underscores the need for marketers to judi- 
ciously consider the use of targeted offers on a segment-by- 
segment basis Although gender has long been employed as 
a segmentation variable, note that self-construal 1s corre- 
lated with several demographic variables that represent 
market segmentation bases, such as country and ethnic 
group (Ahluwalia 2008) For example, consumers in the 
United States tend to have independent self-views, while 
those 1n other countries (e g , Mediterranean nations) typi- 
cally exhibit interdependent self-construals (Oyserman, 
Coon, and Kemmelmeier 2002) Accordingly, segmentation 
by countries with known self-construal tendencies can pro- 
vide the basis for formulating strategy regarding the deliv- 
ery of exclusive deals Similar differences 1n self-construal 
can occur with respect to cultural and ethnic differences that 
arise within a country, such that European Americans are 
more independent and Asian Americans are more interde- 
pendent (see Oyserman, Coon, and Kemmelmeier 2002) 
Thus, our findings are actionable ın the sense that they can 
be implemented along with customer transaction histories 
to produce effective promotion programs that account for 
potential response variability to targeted discounts, such as 
the differences in evaluations of exclusive deals demon- 
strated 1n Studies 2 and 3 4 

Thus, the implications of our findings for the implemen- 
tation of customer prioritization strategies ın which cus- 
tomers are ranked according to their purchase histories 
(eg, recency, frequency, volume) should not be under- 
stated Priontization strategies represent, to some degree, a 
departure from the use of traditional, demographic-based 
segmentation variables (e g , geographic region, ethnic affil- 
1ation, gender) by shifting focus to metrics related directly 
to customer lifetime value At an extreme, targeted deals 
may be offered solely on the basis of a customer's past 
exchange relationship with a marketer regardless of that 
customer's standing in terms of traditional segmentation 
demographics The results suggest potential problems with 
such an approach and, 1n doing so, highlight the value of 
incorporating a consideration of demographic segmentation 
bases along with transaction histories to determine who 
should receive a customized promotion and how the offer 
should be conveyed (1e, with or without emphasis on the 
deal’s exclusivity) Evidence from Study 3 most clearly 
points to the need for doing so given that participants’ 
responsiveness to an exclusive discount proved to be a func- 
tion not only of their past patronage but also of their gender 
While only consumers with certain prior transactional histo- 
ries may receive a targeted deal, when communicating the 
offer, marketers should consider these recipients’ likely 
responses to offers being characterized as exclusively or 
inclusively available, as determined by each consumer’s 


4As 1n other instances in which observable factors (e g , demo- 
graphics) are used as proxies for segmentation bases that represent 
the true variable of interest (e g, benefits desired), employing 
countries and regions as indicators of self-construal tendencies 
represents tentative assumptions that should be validated by mar- 
ket research We thank two anonymous reviewers for calling this 
caveat to our attention 


representation with regard to variables that are related 
(directly or indirectly) to independent or interdependent 
self-construals Thus, although both male and female con- 
sumers may warrant receipt of a customized price promo- 
tion, a marketer might want to emphasize the deal’s exclu- 
sivity to the former group while downplaying this 
characteristic (or even highlighting the promotion’s inclu- 
sivity) to the latter segment 

On a related note, our findings are also informative in 
developing communication strategies that accompany the 
use of targeted price discounts As prior research suggests 
(e g , Aaker and Lee 2001, Hamilton and Biehal 2005), self- 
construal can be primed through the 1nformation presented 
in marketing materials (e g, whether an advertisement 
details benefits to an 1ndividual or a group to which the 
individual belongs) In this way, the verbiage used to con- 
vey an exclusive deal can be strategically derived to effec- 
tively frame targeted consumers' perceptions of the promo- 
ton along the hnes of either an independent or an 
interdependent self-construal 


Limitations and Further Research 


As with most, 1f not all, empirical research efforts, the evi- 
dence presented here 1s subject to the caveats that often 
accompany investigations conducted 1n laboratory settings 
As such, additional work 1s needed to determine whether 
the results observed here with regard to the effects of deal 
exclusivity generalize to consumer groups, deal types, and 
processing conditions other than those examined in our 
studies In addition, more detailed approaches are needed to 
examine the role of the self-enhancement that 1s believed to 
accompany the receipt of targeted offers Although the find- 
ings from Study 3 demonstrate that the impact of deal 
exclusivity on promotional evaluations 1s mediated by its 
impact on self-enhancement, the methodology employed ın 
this study precludes making any definitive statements with 
respect to the particular processes by which this self- 
enhancement occurred, representing an issue to be 
addressed by further research 1n this area 

Along similar lines, although the research presented here 
examines the independent effects exerted by self-construal 
(Study 2) and gender (Study 3), 1nvestigations 1nto potential 
interactive effects 1nvolving these two variables would be 
mformative In particular, 1t would be worthwhile to explore 
combinations of these factors that result ın the presence of 
contradictory self-construal tendencies (1e, independent 
women and interdependent men) Essentially, such research 
would provide a test of the relative strength associated with 
a self-construal that ıs primed (eg, through the Twenty 
Statement Test employed in Study 2) versus a more chronic 


or trait-based construal tendency related to a person's gen- 
der, perhaps by considering the role of variables that 
increase the salience of one construal versus another 
Research of this nature would be valuable 1n providing a 
more nuanced understanding of the role of self-construal on 
consumer evaluations of targeted deals 

In addition, given the nascent stage of research on deal 
exclusivity, several other avenues would seem to exist for 
future inquiry For example, a fruitful area for research 
would involve examining how consumer variables may 
moderate the influence of deal exclusivity A possibility in 
this regard involves consumers’ need for uniqueness (Tian, 
Bearden, and Hunter 2001) Exclusive deals would seem 
more compatible with the goals of consumers who possess 
a strong preference for uniqueness, while consumers who 
are less sensitive to uniqueness-related dimensions of prod- 
uct offerings would likely be indifferent between exclusive 
and inclusive promotions, or even exhibit preferences for 
inclusive deals In addition, although the current research 
provides insight 1nto how consumers respond to deals that 
vary 1n their exclusivity, further work specifically designed 
to provide guidance to marketers 1n their efforts to manage 
deal exclusivity as a means of maximizing promotional 
effectiveness 1s warranted For example, a dilemma associ- 
ated with the use of targeted promotions that we raised pre- 
viously involves whether firms should leverage exclusivity 
to maximize response rates from a selective group of con- 
sumers or rely on inclusive deals to maximize sales volume 
from a larger consumer segment To this end, further 
research characterizing targeted promotion strategies opti- 
mized with respect to depth of price cut and size of deal 
recipient group would be informative 

Finally, recent research indicating that a “demotion” 
from preferred customer status may make customers less 
loyal (Wagner, Hennig-Thurau, and Rudolph 2009) sug- 
gests the benefits of examining deal exclusivity from a more 
dynamic perspective than the one adopted in the current 
work In this regard, an intriguing issue involves the relative 
impacts of gains and losses 1n exclusivity associated with a 
targeted deal In line with prospect theory (Kahneman and 
Tversky 1979), more pronounced shifts in deal evaluations 
are likely to accompany losses 1n the exclusivity associated 
with a targeted offer (e g , receiving an inclusive promotion 
following the receipt of highly exclusive discounts) rather 
than gains 1n exclusivity In a somewhat similar vein, 1t may 
be useful to explore the specific emotions engendered by 
the receipt of targeted deals that vary in their exclusivity, 
including the impact of emotions, such as love and grati- 
tude, on customer-firm relationships (Grégoire, Tripp, and 
Legoux 2009, Palmatier et al 2009) 
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This article examines how product and consumer characteristics moderate the influence of online consumer 
reviews on product sales using data from the video game industry The findings indicate that online reviews are 
more influential for less popular games and games whose players have greater Internet experience The article 
shows differential impact of consumer reviews across products in the same product category and suggests that 
firms’ online marketing strategies should be contingent on product and consumer characteristics The authors 
discuss the implications of these results in light of the increased share of niche products in recent years 
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purchasing new products With the Internet's growing 

popularity, online consumer reviews have become 
an important resource for consumers seeking to discover 
product quality A recent survey by comScore (2007), an 
Internet marketing research company, finds that 24% of 
Internet users access online reviews before paying for a ser- 
vice delivered offline Accordingly, many firms are taking 
advantage of online consumer reviews as a new marketing 
tool (Dellarocas 2003) Studies show that firms not only 
regularly post their product information and sponsor pro- 
motional chats on online forums, such as USENET (May- 
zl 2006), but also proactively induce their consumers to 
spread the word about their products online (Godes and 
Mayzlin 2004) Some firms even strategically manipulate 
online reviews 1n an effort to influence consumers’ purchase 
decisions (Dellarocas 2006, Harmon 2004) 

An underlying belief behind such strategies 1s that 
online consumer reviews can significantly influence con- 
sumers' purchasing decisions As we summarize 1n Table 1, 
several studies show that professional reviews can signifi- 
cantly influence consumers’ decisions With the prolifera- 
tion of online review systems, many people believe that 


C commonly seek quality 1nformation when 
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online consumer reviews are a good proxy for overall word 
of mouth (WOM) and can also influence consumers’ deci- 
sions Empirical findings support this 1dea For example, 
Godes and Mayzlin (2004) find a positive relationship 
between online WOM and television show viewership Liu 
(2006) studies movie reviews and finds that online movie 
reviews offer significant explanatory power for both aggre- 
gate and weekly box office revenues Dellarocas, Zhang, 
and Awad (2007) find that adding online movie ratings to 
their revenue-forecasting model significantly improves the 
model's predictive power In general, these studies suggest 
that many consumers make offline purchase decisions based 
on online information and that at least some aspects of 
online WOM are proxies for overall WOM 

The efficacy of online reviews could nonetheless be 
limited Furst, online reviews may merely represent con- 
sumers' preferences These reviews may predict product 
sales but have little influence on consumers’ decisions In 
the terms of Eliashberg and Shugan's (1997) study, online 
reviews 1n this case serve as predictors rather than influ- 
encers of product sales Second, reviewers are not a ran- 
domly drawn sample of the user population Anderson 
(1998) finds that extremely satisfied and extremely dissatis- 
fied customers are more likely to initiate WOM transfers Li 
and Hitt (2008) find potential bias in consumer reviews dur- 
ing early product introduction periods Finally, interested 
parties can easily manipulate online forums Dellarocas 
(2006) and Mayzlin (2006) theoretically analyze scenarios 
in which firms can anonymously post online reviews to 
praise their products or to 1ncrease awareness about them 
As a result, potential buyers may heavily discount online 
reviews 

Several recent studies (for a summary, see Table 2) have 
attempted to 1dentify the relationship between online con- 
sumer reviews and product sales and have generated mixed 
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Study 
Litman (1983) 


Mahajan, Muller, 
and Kerin (1984) 


Wallace, Seigerman, 
and Holbrook (1993) 


Sawhney and 
Eliashberg (1996) 


Ehashberg and 
Shugan (1997) 


Reddy, Swaminathan, 


and Motley (1998) 


Holbrook (1999) 


TABLE 1 


Previous Empirical Research Related to Professional Reviews 


Method 


Data 


Multiple regression Movies, 1972-1978 


Diffusion models 
Multiple regression 
Forecasting model, 
generalized gamma 


Correlation analysis 


Multiple regression 


Multiple regression 


Movies, 1983 


Movie rental 


Movies, 1990—1991 


Movies, 1991-1992 


Broadway shows, 
1980—1982 and 
1990-1994 


Movies, pre-1986 


Key Findings 


Critics’ ratings are significant factors in explaining box 
office revenue 


Word of mouth was a significant predictor of 
attendance 


U-shaped relationship between critic ratings and rental 
income 


Critics' reviews are positively significant for the number of 
adopters 


Critics are predictors rather than influencer, reviews 
varied across critics 


Newspaper critics have a significant impact on the 
success of Broadway shows 


Ordinary consumers and professional critics emphasize 


Basuroy, Chatterjee, 
and Ravid (2003) 


Elberse and 
Eliashberg (2003) 


Multiple regression 


Demand/supply 
model 


Differences-in- 
differences 


Reinstein and Snyder 
(2005) 


Zhang and Dellarocas Multiple regression 
(2006) 


Boatwright, Kamakura, 
and Basuroy (2007) 


Diffusion model 


findings For example, 1n an online experiment, Senecal and 
Nantel (2004) find that participants who consulted product 
recommendations selected these products twice as often as 
those who did not consult recommendations Chevalier and 
Mayzhn (2006) find that online consumer ratings signifi- 
cantly influence product sales ın the book market and that 
customers actually read review text 1n addition to the 
reviews’ summary statistics Zhang and Dellarocas (2006) 
obtain similar results in the movie industry In contrast, 
Chen, Wu, and Yoon (2004) and Duan, Gu, and Whiston 
(2008) find that online reviews do not influence sales and 
serve only as predictors 

Different from these studies, which focus on the average 
effect of online reviews on product sales, 1n this article, we 
examine contextual factors that moderate the relatronship 
between the two We propose a conceptual framework and 
hypothesize that product- and consumer-specific character- 
istics affect consumers’ reliance on online consumer 
reviews and thus are important factors governing the effi- 
cacy of online reviews Using a data set on sales and con- 
sumer reviews of video games, we find that online con- 
sumer reviews have a greater influence on the sale of games 
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Movies, 1991—1993 


Movies, 1999 


Movies, 1997—2001 


different criteria in the formation of their tastes, but the 
correlation between popular appeal and expert 
judgments is positive 


Critics can influence and predict box office revenue 


Less positive reviews correspond to a higher number of 
opening screens, but more positive reviews mean more 
opening revenue 


Movies, early 1990s Critics! influence on opening weekend box office revenue 


is smaller than previous studies would suggest but is still 
significant 


Movies, 2003-2004 Critics’ influence is more significant than previously sug- 


gested, especially on early weeks' box office revenue 


Some critics are especially influential in affecting the box 
office revenue 


whose players have more Internet experience In addition, 
online reviews are significantly more influential 1n affecting 
sales of less popular games than sales of more popular 
games We also find that the influence of online reviews 
becomes greater after the early, 1ntroductory months 

Our study 1s the first to empirically demonstrate the dif- 
ferential ympact of consumer reviews across products 1n the 
same product category The results 1mply that firms' online 
marketing strategies may not be effective for all types of 
products, even if they are in the same category This impli- 
cation contrasts with the extant view that firms need to 
actively manage online WOM, given the great efficiency of 
the Internet 1n spreading WOM, and that they should also 
strategically respond to online consumer reviews (eg, 
Chen and Xie 2005, Dellarocas 2006) 

Our study also suggests that niche producers and pro- 
ducers that sell mostly through online channels should be 
more concerned about online consumer reviews and 
manipulations of online review systems because online 
reviews could significantly affect their sales Because the 
proliferation of online markets has led to the emergence of 
many niche producers, a phenomenon often dubbed the 


TABLE 2 
Previous Empirical Research Related to Consumer Reviews 





Study Method Data 

Resnick and Zeck- Multiple regression eBay, 1999 
hauser (2002) 

Godes and Mayzlin Multiple regression Television shows, 
(2004) 1999-2000 

Chen, Wu, and Yoon Multiple regression Amazon com books, 
(2004) 2003 

Senecal and Nantel Generalized esti- Online experiment 
(2004) mating equations 

Liu (2006) Multiple regression Movies, 2002 


Differences-in- 
differences 


Chevalier and Mayzlin 
(2006) 


Dellarocas, Zhang, 
and Awad (2007) 


Duan, Gu, and 
Whinston (2008) 


Diffusion model 


Simultaneous 
system 


Books, 2003-2004 


Movies, 2002 


Movies, 2003-2004 


Key Findings 


Sellers with better reputations are more likely to sell 
their items but they enjoy no boost in price 


Online conversations offer one way to measure word of 
mouth 


Consumer ratings are not correlated with sales 


Participants who consulted product recommendations 
selected recommended products twice as often as those 
who did not consult recommendations 


WOM information offers significant explanatory power for 
both aggregate and weekly box office revenue, especially 
In the early weeks after a movie opens 


Online amateur book ratings affect consumer purchasing 
behavior 


Online amateur movie ratings can be used as a proxy for 
word of mouth 


The rating of online user reviews has no significant 
impact on movies’ box office revenues 





“Jong tail" (Anderson 2006), our results have 1mportant 
implications for their survival 

In the following sections, we develop our conceptual 
framework and provide background information about the 
video game industry and the cross-platform development of 
video games After discussing the data sources, we develop 
an empirical strategy and present the results We conclude 
with a discussion of the implications of our findings 


Conceptual Framework 


We focus on single-purchase products in our study Infor- 
mation goods, such as books, movies, music, and computer 
games, are examples of products purchased only once 
Many of these single-purchase products can be considered 


experience goods (Nelson 1970), whose product character- 
istics are difficult to observe until consumption Thus, 
online reviews could be useful 1n reducing the risk of pur- 
chasing such products Figure 1 depicts our conceptual 
framework Online reviews are expected to 1nfluence product 
sales only when consumers’ reliance on online reviews 1s 
sufficiently high when they make purchase decisions In turn, 
the degree of reliance depends on product- and consumer- 
specific characteristics In addition, other factors, such as 
competition, business models (e g , business-to-consumer, 
consumer-to-consumer), or even the online review system's 
design (e g , how ratings are displayed, how easy it 1s to rate 
an 1tem), may affect consumers' reliance on reviews 

The framework 1s closely related to the psychological 
choice model 1n Hansen (1976), 1n which the effectiveness 


FIGURE 1 
Conceptual Framework 





Product characteristics 
(e g , product popularity) 


Consumer characteristics 
(e g , Internet expenence) 


Other factors 
(e g , competition, business 
models, design of online 
review systems) 





Consumers! reliance on 


online reviews 


Consumers' purchase 
decisions 
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of an influencer (online reviews) 1s moderated by environ- 
mental and contextual factors (consumer and product char- 
acteristics) and the interactions among these variables even- 
tually determine the response (purchase decisions) 
Consistent with this framework, several studies show that 
consumers’ use of different information sources indeed 
varies with product characteristics Beatty and Smith (1987) 
find that consumers’ search effort 1s influenced by their 
product knowledge Reinstein and Snyder (2005) find that 
professional reviews have a significant effect on opening 
weekend box office revenue for narrowly released movies 
and for dramas, but not for widely released movies or for 
genres such as action movies and comedies Cheema and 
Papatla (2010) find that the relative importance of online 
information 1s higher for utilitarian products than for hedo- 
nic products Studies also point to the important effect of 
consumer characteristics on the reliance on certain 1nforma- 
tion sources For example, Westbrook and Fornell (1979) 
show that consumers’ background characteristics, such as 
education attainment, affect their need for information 
related to purchase decisions Klein and Ford (2003) find 
that consumers’ online experience moderates their trust in 
different 1nformation sources 

Similar to these studies, we adopt the view that product- 
and consumer-specific characteristics can significantly 
moderate the relationship between online reviews and pur- 
chase decisions In our study, we focus on product popular- 
1ty (measured by the products' sales) as the product-specific 
characteristic and consumer Internet experience (measured 
by the length of time consumers have been using the Inter- 
net) as the consumer-specific characteristic 


Product Popularity 


Online consumer reviews could have a greater 1mpact on 
the sales of popular products for several reasons First, 
popular products tend to receive more reviews, and having a 
large number of reviews makes such online reviews seem 
more trustworthy As Kirby (2000, p E1) explains, a con- 
sumer "may not trust just one nonexpert, but if 9 out of 10 
nonexperts agree, 1t’s probably worth buying" Chen, Wu, 
and Yoon (2004) confirm that an increase in information 
sources could lead to more trust They show that as the 
number of consumer reviews increases, the overall rating 
converges to the true quahty Therefore, reviews of popular 
products could more accurately reflect product quality and 
thus could be more influential 

Second, given the large number of reviews popular 
products receive, consumers may be more confident that 
they can find reviews for a popular product online and thus 
are more likely to search for online reviews for popular 
products Disproportionately more searches are likely to 
increase the influence of these reviews In contrast, 1f con- 
sumers believe that reviews of less popular products are rare 
and difficult to find, they may not search for such reviews at 
all Reviews of less popular products would then have little 
impact on their purchase decisions 

Finally, reviews of popular products could have a 
greater effect on consumers’ decisions because consumers 
are exposed to these reviews more often Extant studies sug- 
gest that mere exposure is sufficient to create a favorable 
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feeling and can be interpreted as a preference later (Born- 
stein 1989, Zajonc 1980) Along this line, Janiszewski 
(1993) finds that the mere exposure effect persists even 
when initial exposure to brand names and product packages 
1s unintended Because popular products are discussed more 
frequently than less popular products, and thus consumers 
are exposed to them repeatedly, the exposure effect could 
have a significant impact on consumer purchasing behavior 

The preceding discussion suggests that both the ratings 
and the number of reviews could be more salient for popu- 
lar products Because we measure product popularity by its 
sales, we hypothesize the following 


Hia An increase in online reviews (eg, online ratings, the 
number of online reviews) results in higher incremental 
sales for products that currently have relatively high 
sales 


Conversely, online consumer reviews could be less 
influential for popular products For example, consumers 
may have a lower need to resort to online reviews for popu- 
lar products A major reason consumers use online reviews 
is to obtain quality information to reduce risk (Bolton, 
Katok, and Ockenfels 2004, Chen, Xu, and Whinston 2009, 
Clemons, Gao, and Hitt 2006, Forsythe and Shi 2003, 
Pavlou and Gefen 2004) Being popular in itself signals 
higher quality Previous studies have shown strong linkages 
between a product's populanty and its perceived quality 
For example, Caminal and Vives (1996) develop a model 
based on market signaling ın the presence of umperfect 
information and find that future consumers interpret popu- 
larity or large market shares as a signal of high quality 
Hellofs and Jacobson (1999) suggest several mechanisms 
through which popularity influences perceived quality, such 
as signaling, creation of network externalities, and 1nclusion 
as an attribute 1n consumers' quality functions 

Studies have also shown that the purchase of popular 
products tends to minimize potential risk. DeSarbo and col- 
leagues (2002) argue that consumers prefer popular prod- 
ucts because popularity represents a type of social cue, and 
following the social cue tends to reduce perceived risk. In a 
similar vein, the literature on herding suggests that ıt 1s 
sometimes optimal for consumers to ignore or not seek pri- 
vate information and to follow the crowd (eg, Banerjee 
1992, Bikhchandam, Hirshleifer, and Welch 1992) The lit- 
erature on consumer decision making (e g, Josephs et al 
1992, Zeelenberga and Beattieb 1997, Zeelenberga, Van der 
Pligta, and De Vriesa 1996) suggests that consumers take 
greater responsibility for negative outcomes when their 
actions deviate from the norm or the default option In the 
context of consumer purchase decisions, Simonson (1992) 
shows that consumers feel more regret 1f they choose a 
lesser-known brand that turns out to be inferior than if they 
choose a well-known brand that turns out not to be better 
than the lesser-known option Thus, consumers interested in 
a less popular product are likely to search and access more 
WOM information to shield themselves from possible 
regret (Chatterjee 2001) 

Finally, consumers use a mix of online (eg, online 
reviews, blogs) and offline (e g , family and friends, sales- 
people, magazines) WOM information to help structure 


their decisions Prior research has shown that WOM effec- 
tiveness depends on the strength of ties or the 1ntensity of 
the relationship among consumers (e g , Granovetter 1973) 
Strong ties are perceived as more influential than weak ties, 
and they are more likely to be used as sources of 1nforma- 
tion (eg, Bansal and Voyer 2000, Brown and Reingen 
1987) Because consumers often cannot determine the 
source's credibility in an online environment, tie strength 
online 1s typically weak (e g , Chatterjee 2001, Mesch and 
Talmud 2006) Indeed, experimental evidence shows that 
when both channels are present, the offline channel 1s gen- 
erally preferred over the online channel (Frambach, Roest, 
and Krishnan 2007) Because popular products are more 
likely to be featured 1n offline channels, such as magazines 
and store demos, and discussed among friends, their con- 
sumers may not resort to online reviews for quality infor- 
mation and thus are less likely to be 1nfluenced by online 
reviews 

The foregoing discussion suggests that online reviews 
could be more effective 1n influencing the purchases of less 
popular products because consumers are more likely to seek 
quality information to minimize the purchase risk. and the 
likelihood of postpurchase regret, and such quality 1nforma- 
tion 1s likely to be unavailable from offline channels There- 
fore, 1t 15 an empirical question whether online reviews are 
more influential for popular or less popular products We 
propose the following competing hypothesis 


Hip An increase in online reviews (e g, online ratings, the 
number of online reviews) results in higher incremental 
sales for products that currently have relatively low sales 


Consumer Internet Experience 


The Internet significantly reduces search costs (Brynjolfs- 
son and Smith 2000) and enables the convenient compari- 
son of various alternatives (Keeney 1999) Consumers with 
greater Internet experience are more likely to use online 
channels to collect product information because their cost 
of collecting information from the online channel 1s hkely 
to be lower than that from the offline channel (Cook and 
Coupey 1998) Several field studies confirm that Internet 
experience 1s positively correlated with the frequency of 
using the Internet to gather information (e g , Kehoe et al 
1999, Palmquist and Kim 2000, Weiser 2000) and search 
performance (e g , Lazonder, Biemans, and Wopereis 2000) 
Similarly, Novotny (2004) studies how users search infor- 
mation online and finds that a lack of Internet experience 
affects user persistence and often leads to quick abandon- 
ment of the Internet as an 1nformation source These studies 
suggest that consumers with greater Internet experience are 
more likely to access online reviews 

Research also shows that a consumer with greater Inter- 
net experience 1s likely to have a different perception of the 
attributes of the online channels from that of an Internet 
novice and the consumer may have greater confidence in 
the Internet (Bart et al 2005) For an Internet novice, 1n 
contrast, using online 1nformation may evoke perceptions of 
uncertainty and complexity Therefore, Internet experience 
may moderate the evaluation of online 1nformation 


Thus, because consumers with more Internet experience 
are more likely to use the Internet as their primary informa- 
tion source and are more likely to have greater confidence 
in the Internet, they are more likely to be influenced by 
online reviews We hypothesize the following 


Hə, An increase in online reviews (eg, online ratings, the 
number of online reviews) results 1n higher incremental 
sales for products targeting consumers with greater Inter- 
net experience 


At the same time, however, consumers with greater 
Internet experience may find online information to be less 
credible Because anyone can provide information online, 
the quality of such information tends to vary significantly 
An experienced online user 1s more likely to have been 
exposed to information sources with lower reliability or to 
have encountered negative experiences (Cheema and Pap- 
atla 2010) As a result, while a novice may easily trust 
online opinions, Internet veterans are not nearly as easily 
influenced Consistent with this argument, Cheema and 
Papatla (2010) analyze data from a telephone survey and 
show that consumers with greater Internet experience have 
diminished interest ın online sources Similarly, through a 
survey conducted with automobile shoppers and purchasers, 
Klein and Ford (2003) find that experienced online con- 
sumers rate offline information sources as significantly 
more credible than online sources 

In addition, consumers with greater Internet experience 
can easily find many reviews about a product from multiple 
sources However, assessing the validity of these 1nforma- 
tion sources imposes significantly higher cognitive costs To 
deal with the information overload problem, consumers are 
more selective about the types of information to which they 
respond (Rust and Chung 2006) As a result, the relation- 
ship between online reviews and their purchase decisions 
could be weaker 

Therefore, because consumers with greater Internet 
experience lack trust 1n online information and information 
overload carries a high cognitive cost for them, they are not 
as easily influenced by online reviews We hypothesize the 
following 


H An increase in online reviews (eg, online ratings, the 
number of online reviews) results in higher incremental 
sales for products targeting consumers with less Internet 
experience 


In the context of video games, because games have dif- 
ferent genres and story lines, they may or may not offer an 
online multiplayer mode In the online mode, a player can 
connect through the Internet with other players and interact 
with them ın real time. We subsequently refer to games with 
both an online mode and an offline mode as “online games” 
and those with only an offline mode as “offline games” 
Playing games online requires not only a fast Internet con- 
nection but also a relatively high level of skill in coordinat- 
ing and communicating online with other players in real 
time Thus, we expect that, on average, consumers purchas- 
ing online games will have greater Internet experience 
Indeed, studies find a positive relationship between the fre- 
quency of playing online games and the frequency and 
length of Internet usage (e g, Lo, Wang, and Fang 2005) 
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Therefore, we test Ho, and H5, by examining the differen- 
tial 1mpact of online reviews on the sales of online and 
offline games 


Video Game Industry and Cross- 
Platform Game Development 


The video game industry 1s becoming increasingly ımpor- 
tant, and its growth far outpaces other entertainment 1ndus- 
tries, such as movies and music From 2003 to 2006, the 
video game software industry’s annual growth rate 
exceeded 17%, in contrast to the US economy’s 2% 
growth rate over the same period (The Entertainment Soft- 
ware Association 2007) The industry’s annual revenue was 
approximately $17 94 billion in 2007 (Thorsen 2008), 
which was almost double the box office revenue in the 
motion picture industry Halo 3, the best-selling game title 
of 2007, took 1n more revenue ($170 million) 1n its first day 
of sales than the biggest opening weekend ever for a movie 
(Spider-Man 3, $150 million) The penetration rate of video 
game consoles 1s also ugh Approximately 41% of US 
households owned video game consoles in 2006 (Arendt 
2007) Thus, our study not only enriches the literature on 
online reviews but also offers insights into this important 
sector for marketing practitioners 

The role of reviews 1s potentially greater for video 
games than for movies First, there are more game titles 
than movie titles In 2007, the Entertainment Software Rat- 
ing Board gave out 1563 ratings to a subset of all games 
produced that year Facing so many choices, a game player 
would need to invest substantial time and energy to identify 
good games Second, a video game typically costs more 
than a movie According to NPD Fun Group (hereinafter, 
NPD), the average selling price of a game was $38 36 at the 
end of 2007 Because most gamers are young and have lim- 
ited incomes, they frequently use reviews to avoid bad pur- 
chases (Bounie et al 2005) Therefore, ıt ıs not surprising 
that Game Informer, a magazine featuring articles, news, 
and reviews of popular video games, ranks among the most 
highly circulated magazines, and game review Web sites, 
such as GameSpot com, are consistently ranked among the 
top 100 most popular Web sites 1n the United States 

Publishers usually fund game development The cost of 
developing a contemporary video game 1s approximately 
$6—$10 million (Edge 2005) A game can take from one to 
three years to develop depending on the genre, scale, devel- 
opment platform, and amount of assets In the early days, 
most game titles were developed for a single console, and 
whenever a game was ported to a new console, a different 
team would need to rewrite the entire game Development 
teams would use assembly language, a human-readable 
notation for the machine language, to write most games 
because this language optimized the processing speed and 
required little overhead Today, because processing speed 1s 
no longer a critical issue, high-level languages, such as C++ 
and Java, are the most popular game development lan- 
guages (Goodwin 2005) In addition, although code 
libraries for different consoles are not compatible, game 
developers can take advantage of cross-platform muddle- 
ware platforms (e g , Criterion’s RenderWare 3D develop- 
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ment platform) to program a game in a single language and 
port the game onto several consoles Many publishers no 
longer view delayed cross-platform development as an 
option Instead, they often mandate that developers release 
games on all three major console platforms simultaneously 
(Reimer 2005) 

We restrict our analysis to games that are developed for 
both Sony's PlayStation 2 and Microsoft's Xbox for two 
reasons First, during the period for which we have review 
data, PlayStation 2 and Xbox were the two largest players 
in the 128-bit console market and had the largest game 
libraries Second, both consoles target adults between the 
ages of 18 and 34, positioning themselves directly against 
each other, therefore, we expect the two gaming popula- 
tions to be similar We compare the features of PlayStation 
2 and Xbox consoles The only major differences between 
the two consoles are the clock speed and the amount of 
memory 


Empirical Analysis 
Data 


Data on console sales and game sales come from NPD, a 
leading market research firm that tracks this industry NPD 
collects data from approximately 17 leading retail chains 
that account for 80% of the US market From these data, 
NPD formulates estimates of sales figures for the entire 
US market We obtain monthly data for PlayStation 2 and 
Xbox and their associated games from October 2000 to 
October 2005 For each game, we compute the average 
monthly price by dividing the monthly dollar value of sales 
by the volume of units sold 

We gather review data from GameSpot com (also known 
as VideoGames com) According to Alexa com, a Web site 
providing an online traffic monitoring service, GameSpot 
com 1s the 65th most-visited site in the United States and 
the most popular one for video games, reaching more than 
10 million unique gamers each month (GameZone 2004) 
GameSpot publishes three kinds of reviews editors’ 
reviews, players’ reviews, and reviews from other sources 
Editors at GameSpot review most games on or around the 
day they ship to retail channels In March 2003, GameSpot 
began publishing player reviews To ensure the quality of 
these reviews, only paid subscribers or users with a suffi- 
cient level of experience (as demonstrated by their partici- 
pation 1n other parts of the site, such as forums) are allowed 
to post them A maximum of one review 1s allowed from the 
same log-in name for a given game These policies mini- 
mize the potential manipulation of the review system and 
ensure that reviews are of high quality For each of five 
aspects (game play, graphics, sound, value, and reviewer's 
tilt), reviewers use a scale ranging from 1 to 10 for their 
reviews, 10 being the best and 1 being the worst For each 
review, GameSpot publishes the weighted average of all 
five aspects We use this weighted average rating of all five 
aspects 1n our analysis In addition, GameSpot collects crit- 
ics’ reviews from other sources, such as Yahoo! Games and 
Hardcore Gamer Magazine, and publishes aggregate scores 
based on these reviews, most of which are published within 


a month after the games are released The reviews by the 
editors at GameSpot and from other sources are rarely 
updated after they are published, and therefore they vary lit- 
tle over time Their effects are eliminated 1n our differences- 
in-differences estimation The player reviews vary both 
across consoles and over time and are the focus of our 
analysis Even for the same game titles, player reviews tend 
to be different across consoles 

We collect reviews for each game in each month 
between March 2003 and October 2005 Following previ- 
ous research on consumer reviews (eg, Chevalier and 
Mayzlin 2006, Zhang and Dellarocas 2006), we focus on 
three review variables the average rating, the coefficient of 
variation of ratings, and the total number of reviews posted 
The average rating reflects the level of consumer satisfac- 
tion and 1s the focus of most empirical studies on product 
reviews The coefficient of variation, measured as the ratio 
of the standard deviation to the mean rating, captures the 
degree of disagreement among consumers High variation 
carries both great risk and great reward, while low variation 
offers a safe bet Prior research has shown that for different 
products, variation of consumer reviews may be positively 
or negatively associated with product sales (e g, Martin, 
Barron, and Norton 2008, Sun 2008) We also collect the 
total number of reviews as a measure of the volume of dis- 
cussions The number of reviews captures the exposure 
effect and may signal a game's popularity 

Although GameSpot offers a convenient way to mea- 
sure online WOM, its reviews may not be representative of 
all online opinions on specific games Players can also 
obtain review information from other channels, such as 
online bulletin boards and chat rooms Therefore, our cur- 
rent estimate might underestimate the relationship between 
reviews and sales Had we been able to consider all sources 
of information, our conclusions would be strengthened We 
merge the sales data with the review data to obtain the final 
data set 


Methodology 


An inherent problem 1n measuring the 1nfluence of reviews 
on product demand 1s that products receiving positive 
reviews tend to be of high quality Because quality 1s often 
unobserved by researchers, ıt ıs difficult to determine 
whether the review or the quahty 1s responsible for the high 
demand Therefore, positive correlations between reviews 
and product sales might be spurious 

Recent studies propose several methods to circumvent 
this problem For example, Einav (2007) and Zhang and 
Dellarocas (2006) use fixed-effects specifications to control 
for unobserved movie quality Reinstein and Snyder (2005) 
take advantage of the timing of critics’ reviews relative to a 
movie’s release and find that the measured influence effect 
is small but still detectable Chevalier and Mayzlin (2006) 
examine book reviews and sales ranks on Amazon com 
and BN com on different dates and use a differences-in- 
differences approach to eliminate book- and site-specific 
effects 

In this article, similar to Chevalier and Mayzlin (2006), 
we adopt a differences-in-differences approach The 
differences-in-differences approach is widely used to cir- 


cumvent many of the endogeneity problems that typically 
arise when making causal arguments (Meyer 1995) Our 
empirical analysis hinges on the video games that are 
released for two consoles PlayStation 2 and Xbox By tak- 
ing the differences between the sales of the same game title 
for the two consoles, we eliminate unobserved common fac- 
tors, such as game charactenstics, that may affect both 
reviews and sales on both consoles By examining the dif- 
ferences across consoles over time, we control for console- 
specific factors, such as the underlying taste difference 
between the console-installed bases, which may influence 
both reviews and sales A game title often receives different 
reviews on the two consoles Consider a situation in which 
a game title receives better reviews on one console than on 
the other The differences-in-differences approach enables 
us to test whether an increase in the game title's sales on 
one console relative to the same game title’s sales on the 
other console 1s a result of differences in reviews As with 
other studies using the differences-1n-differences approach, 
the key underlying assumption here ıs that the effect of 
these unobserved console-specific factors 1s the same for 
games on both consoles 1n each period 

Our analysis differs from that of Chevalier and Mayzlin 
(2006) 1n several aspects First, the two studies focus on dif- 
ferent questions Chevalier and Mayzhn examine online 
reviews’ aggregate influence, while we examine how prod- 
uct and consumer characteristics may moderate the 1nflu- 
ence of online reviews Second, our empirical strategy 
explicitly controls for competition among games by esti- 
mating a nested logit demand model The demand for a 
game is likely to be affected by the number of competing 
games on the market, and the intensity of this substitution 
effect may vary across consoles and over time Firms’ pric- 
ing strategies may adjust according to the intensity of com- 
petition, therefore, 1t 1s important to capture this effect to 
obtain unbiased estimates from a demand equation In 
Chevalier and Mayzlin, the demand for individual books 1s 
implicitly assumed to be independent of that of competitors, 
though 1n reality, the availability of books in the same cate- 
gory 1s likely to affect the demand for a particular book 
Third, our sales data for games cover the whole U S mar- 
ket, while Chevalier and Mayzlin examine book sales only 
on two Web sites and approximate book sales using ranks 
Thus, our results capture the effects of online reviews on 
purchase decisions made both online and offline Finally, 
our data include all games with positive sales in each 
month, while the book data that Chevalier and Mayzlin use 
are truncated because Amazon com and BN com do not 
report rank data for books with low popularity Therefore, 
we cannot fruitfully test hypotheses related to product popu- 
larity with book data 

We now describe our two-stage nested logit demand 
model for games We assume that there are J games avail- 
able for console k and an outside option labeled 0 We place 
the J games 1n one group, g, and the outside option in 
another group by itself In the first stage, a player decides 
whether to purchase a game In the second stage, if the 
player chooses to purchase a game, he or she then decides 
which game to purchase For any given game, the player 
has at most unit demand The perceived utility of player 1 
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from purchasing a game J, J € [1, J], for console k at time t, 
uf, 1s affected by game price, perceived game quality, and 
other game characteristics Our conceptual framework sug- 
gests that perceived game quality 1s affected by a combina- 
tion of consumer reviews, game popularity, and the player's 
Internet experience We employ two measures of popularity 
The first measure 1s a cross-sectional dummy variable that 
equals 1 1f the game's aggregate sales across the two con- 
soles are greater than the mean performance of all games in 
the month The second measure captures the 1ntertemporal 
pattern of games' life cycles because the popularity of a 
video game often drops rapidly after its release The aver- 
age life cycle of all games 1s approxumately 33 months, but 
on average, more than 50% of game sales occur within the 
first four months after a game's release Therefore, for any 
game, the first four months after release could be consid- 
ered the period in which it 1s popular The dummy variable 
takes the value of 1 when the game is in the first four 
months of its life cycle To operationalize consumer Internet 
experience, we create a dummy variable indicating whether 
a game can only be played offline or not Other variables, 
such as market share, prices, and game characteristics, can 
be obtained directly from the original data set Thus, We 
express the player's utility, Urb as a function of price (Py), 
lagged review variable [s 1), a dummy indicating whether 
a game 1s popular (popular,,), a dummy indicating whether 
a game can only be played offline (offline,), and other game 
characteristics (E) 


O ke Bo eB Bari Ba (1T a x popula) 
+B, (x L.X offline ,) + Bspopular, + B,offline , 


k k 
uot. ce ta c)v var 


The two dummy variables, popular, and offline,, 1ndi- 
cate different subgroups among all the video games 
Because our conceptual framework suggests that the review 
variable’s effect 1s conditional on the type of product, we 
interact the review variable with these dummy variables 
With these interaction terms, we can measure the effects of 
online reviews of different types of products (Aiken and 
West 1991) For example, B; measures the influence of the 
reviews on games with popular, = 0 and offline, = 0 (1e, 
less popular and online games) Similarly, Ba + B4, Ba + Ba, 
and Ba + Ba + B4 measure the influence of consumer 
reviews on popular and online games, less popular and 
offline games, and popular and online ; games, e Wien Qd 
We also ınclude two unobservables, Cit and Yii where C 
represents player utility common to all games of en. : 
and vk, is an 11d extreme-value distributed error term that 
represents player 1’s idiosyncratic taste for games 1n group 
g The parameter o € [0, 1) measures the correlation of 
unobserved utility among games 1n the same group When 
© — 1, games within a group are perfect substitutes, 
whereas when 6 = 0, they are independent, and we have the 
simple logit model 

We use an additive separable functional form in Equa- 
tion 1 for two reasons First, this form enables us to capture 
the moderating effects easily using the interaction terms 
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Second, the additive separable functional form yields a lın- 
ear regression specification, as we discuss subsequently 
Therefore, we could use straightforward instrumental 
variable methods to handle endogenous variables, such as 
game prices (Berry 1994) 

We normalize the utility from the outside good to be 
zero Because game players must have a game console 
before they can play games developed for this console, we 
use the size of the installed base of each console as the 
potential market In addition, because the two consoles are 
incompatible, the potential market for games 1s console spe- 
cific We denote the share of the potential market captured 
by game j of console k 1n period t as S and game j’s share 
of the portion of the market that purchases games 1n period 
t (1e, the share of game J within group g) as Stile Thus, Sfi 
can be computed as s ~ Shu): where sk. 1$ the market 
share of the outside option in period t for console k Fol- 
lowing Berry (1994) and Cardell (1997), we derive the 
demand equation for the two-stage nested logit model as 
follows 


(2) in(s& )-n(s.)- Bo * Bip; t B,r* pt-l 
+B, (rk Mere’ popular,, ) +B 4 pm x offline j 


+ Bspopular, + B offline tO a(s) + F 


Given the panel structure of data, we decompose the 
component E as follows 


- k k 
ex = Or + TJ + E 


where 0, 1s a game-specific component that 1s the same for 
the same game across different platforms but can vary over 
time, ny is the console-specıfic effect, and eX £j 1$ aniid nor- 
mal error term varying across games and over time The 6, 
component is related to factors such as promotions by game 
publishers, the brands of the Same publishers, and the 
game's age and quality, and n* ; captures the difference in 
players’ tastes of the consoles and the fit between game ] 
and console k Even for the same game title, players’ utility 
may differ because of difference m console characteristics, 
such as clock speed Therefore, n 1s time 1nvariant but may 
vary across games on the same console 

Following Equation 2, using superscripts p and x to 
denote PlayStation 2 and Xbox, respectively, we have the 
following 


(3) in(s® |-In(s2, )= Bo * Bip + Bort _1 +B, (22, popular, } 
+B, t x offline, }+B popular, 


+Bgoffine, + oln(s?), Je, +nP-+eP, and 


(4) In(s% ]-in in(sž,}= Bo t Bip + Bor, 1 +B, (rs. x popular, } 
+B, e , X offline jJ * Bspopular,, 


X X 
+B,offline, +oln(s E ern, te, 


The within-group market shares (WGSs), In(shjg) and 
In(siije), are, by definition, endogenous and require instru- 
mental variables Following Einav (2007), we use the num- 
ber of games available for each console at time t as the 
instrument for the WGS A large number of games implies 
intense competition and therefore should be negatively 
associated with the WGS In addition, because the potential 
market size may change sharply across consoles and over 
time, we add the installed base of each console as a control 
variable in the instrument specification Furthermore, game 
prices, ph and pj, could be endogenous in our demand 
model Although we do not have cost-side variables to use 
as instruments, as Berry (1994) and Nair, Chintagunta, and 
Dubé (2004) suggest, we could use characteristics of com- 
peting games as instruments For each game, we collected 
data on its genre (eg, first-person shooter, party games, 
puzzle games) and the Entertainment Software Rating 
Board rating (e g, everyone, adult-only, teen) Following 
Naar, Chintagunta, and Dubé's approach, we use the number 
and average age of competing games 1n the same genre, of 
competing games in the same Entertainment Software Rating 
Board group, and of all competing games, as well as their 
squared terms, as instruments for game prices 1n each month 

The parameter 0, contains both observed and unob- 
served game-specific characteristics The unobserved char- 
acteristics are likely to be correlated with price and review 
variables, and omitting their effects would produce biased 
coefficients Because 0, 1s the same across console systems, 
we eliminate the game-specific effects by differencing the 
data across consoles 


(5) AM, x BAP, T B5Ar, t1 + B3 (^s... "S popular, 
+B, (Ar, i. x offlme, }+ cAWGS, FAN +E, 4 


where 
AM,, = [In(si) — In(s§)] — [In(sy) — In(s99], 
Ap, t= pi us Pits 
An cim i-i 
AWGS,, = In(shig) — In(skjp), and 
An, = nj- nj 


The variable An, which captures the differences 1n console- 
specific effects, 1s also unobserved but does not vary over 
tme Because console differences may affect differences 1n 
game prices and reviews, we take an additional difference 
of Equation 5 between period t and t + 1 and obtain the 
following 


(9 AAM - B (AAp,, B, (AAr,.., ) Bs (Ap, , x popular, ) 
*B (Mp, x offline, )- o(AAWGS, ,) +e, 


Equation 6 1s our empirical specification 

An implicit assumption ın our empirical methodology 1s 
that the price and reviews of a game on one console have 
minimal, if any, influence on the sales of the game with the 
same title on another console Because the two consoles are 
incompatible with each other and most game players only 
own one console and participate in its associated online 


forums, we would expect that most game players read 
reviews for games on one console In addition, 1f reviews 
for the two consoles have more or less the same influence 
on game sales, our differences-in-differences approach 
would eliminate their impact, and differences 1n the review 
variables should not show significant correlations with sales 
difference Thus, our empirical study serves as a test for this 
assumption 


Summary Statistics 


Our final data set consists of 220 game titles that were 
available for the two consoles between March 2003 and 
October 2005 Of these, 79 had different release dates for 
the two consoles, and we remove them from the sample 

Similar to other empirical studies based on discrete choice 
models (e g , Argentes: and Filistrucchi 2007, Einav 2007, 
Rysman 2004), a natural concern 1s the assumption of a 
single purchase—each consumer purchases, at most, one 
game in each period This seems to be a reasonable assump- 
tion 1n the case of video games According to a recent sur- 
vey, more than 8096 of consumers purchase one game or 
less 1n each month, on average (Pidgeon and Hu 2003) 

However, consumers' purchase frequency could exhibit sea- 
sonal patterns Figure 2 shows mean revenue and mean 
units sold by month for all games over the sampling period 

As the figure indicates, the monthly game sales exhibit 
strong holiday effects The average monthly units sold are 
close to 20 million between January and October, but this 
number increases substantially for November and Decem- 
ber Thus, consumers are more likely to purchase multiple 
games 1n November and December We remove observa- 
tions 1n November and December from our data set ! 


I Several recent articles (e g , Dubé 2004, Hendel 1999, Hendel 
and Nevo 2006) present techniques that can accommodate multiple 
discrete choices Because these models ın general do not yield linear 
specifications, 1t 1s difficult to combine them with our differences- 
in-differences approach 





FIGURE 2 
Mean Units and Mean Revenue by Month for All 
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Table 3 provides summary statistics for games 1n our TABLE 4 





sample A t-test indicates that the monthly unit sales of Summary Statistics for Reviews 
games for PlayStation 2 are significantly greater than those A: Summary Statistics for Reviews of PlayStation 2. 
for Xbox The result 1s consistent with the larger installed Games 
base of PlayStation 2 console and the strong indirect net- 
work effects that Clements and Ohashi (2005) and Zhu and Variable M —SD Minimum. Maximum 
Iansiti (2009) document The prices for games for the two Average rating 734 166 1 40 9 60 
consoles are at about the same level, most likely because of Variation of ratings 14 13 00 68 
the intense competition among game titles for each console Number of reviews 921 1243 1 00 63 00 
On average, in each month, 475 games on the Xbox console — B. Summary Statistics for Reviews of Xbox Games _ 
sa si 810 games on PlayStation 2 console have positive VasSDIS M SD. dueimum. Meumum 
Table 4 presents summary statistics of reviews as of Average rating 748 149 135 9 60 
October 2005 The data suggest that reviews are overwhelm- Variation of ratings — 17 17 00 85 
ingly positive for games for both consoles Researchers Number of reviews 1030 1629 1 00 104 00 
have observed similar patterns 1n other contexts, such as Notes Panels A and B present summary statistics for reviews of 
book reviews on Amazon com (Chevalier and Mayzlin games on PlayStation 2 and Xbox as of October 2005 in our 
2006) and reputation profiles on eBay (Resnick and Zeck- sample The average rating is the arithmetic mean of all rat- 


ings from March 2003 and October 2005 for each game We 


hauser 2002) On average, there are more than 9 reviews for measured the variation of ratings as the ratio of the standard 
each game The distribution of the number of reviews 1s deviation to the mean rating The number of reviews is the 
skewed The number of reviews ranges from 1 to 63 for total number of posted reviews for each game 


PlayStation 2 games and from 1 to 104 for Xbox games We 


find no significant difference in any of the three metrics Regression Hesults 


across the two consoles, suggesting that the two gaming Table 5 presents the regression results based on the 
populations are similar A concern 1s that the same reviews differences-in-differences specification in Equation 6 We 
may be posted for both consoles, and as a result, reviews use the differences of In(sj) — In(s&) across consoles and 
from the two gaming populations are artificially similar We over time as the dependent variables 1n all models In 
check this possibility and find that only 3 396 of the review- Model 1, we use the differences-in-differences measures of 
ers write reviews for both consoles price, average rating of the reviews, and WGS of the 

Figure 3 shows the mean prices, units sold, and ratings games 2 We find that game price negatively affects game 
for PlayStation 2 and Xbox games In all three panels, the demand, while average consumer rating has no effect on it 
patterns for PlayStation 2 and Xbox are similar Both average The small and nonsignificant coefficient of the WGS sug- 
price and average units sold dechne over time The average gests that video games are poor substitutes for each other, 
price declines almost linearly during the first ten months, which is consistent with Nair's (2007) finding 


and the average units sold also drops significantly for the 
first few months Because many games are not released dur- 
ing the first days in the month, mean units sold during the 
first month of the release for games for both consoles 
appear relatively low Average ratings ın the first couple of 
months are significantly higher than those in later months 


In Model 2, we add the interactions between the average 
rating and game popularity and between the average rating 
and game online capability We first define the popularity of 
a game, popular, as a dummy variable, which takes the 
value of 1 1f the sales of game j for both consoles are greater 


This pattern suggests the existence of a self-selection bias 2We take the natural logarithm of price and review variables 
in the reviews and 1s sumular to that reported by Dellarocas, (ie, average rating, variation of ratings, and number of reviews) 
Zhang, and Awad (2007) and Li and Hitt (2008) The van- We use the logarithms of (the number of reviews + 1) and (the var- 


ance of the mean ratings 1ncreases over time because we 1ation + 1) to handle zero reviews and ratings with no variation 


have fewer reviews for old games 
TABLE 3 
Summary Statistics for Games 





A: Summary Statistics for Games on PlayStation 2 














Variable Number of Observations M SD Minimum Maximum 

Monthly sales (units) 3,330 10,038 84 25,518 40 5 561,540 

Monthly price ($) 3,330 2158 1123 180 54 85 
B: Summary Statistics for Games on Xbox 

Variable Number of Observations M SD Minimum Maximum 

Monthly sales (units) 3,305 5,499 10 15,816 72 7 378,194 

Monthly price ($) 3,305 21 32 11 10 188 54 79 





Notes Panels A and B present summary statistics for games developed on both PlayStation 2 and Xbox consoles in our sample The period is 
from March 2003 to October 2005 We calculate the monthly price calculated by dividing the monthly dollar value of sales by the volume 
of units sold 
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than the mean performance of all games ın month t Infor- 
mation on each game's online capability is collected from 
GameSpot GameSpot specifies whether a game has an 
online play mode We also verify our data with information 
from game publishers’ and console manufacturers’ Web 


FIGURE 3 
Mean Prices, Units Sold, and Ratings over Time 
for Games on PlayStation 2 and Xbox 
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Notes The plots exclude the observations in November and 
December Because many games are not released during 
the first days in the month, mean units sold during the first 
month of the release for games on both consoles appear 
relatively low 


sites ? The coefficient of the rating variable here measures 
the influence of less popular and online games and 1s posi- 
tive and significant We also find that the influence 1s signif- 
icantly weaker for popular games or offline games, as evi- 
denced by the significant, negative coefficients of the two 
interaction variables 

In Model 3, we add the differences-1n-differences mea- 
sures of other review variables, such as the variation of the 


3On a more technical note, online play requires online platforms 
(often provided by either console manufacturers or game publish- 
ers) Because online platforms designed for one console may not 
be usable for a different console, sometimes a game can be played 
online on one console before 1t can be played online on the other 
In addition, not all games can be played online at the time of their 
releases Game players 1n general are aware of the online capabil- 
ity of the games (at 1s often included ın the game descriptions) 
Even if the online capability of a game 1s not supported at the time 
of purchase, players often anticipate that they will be able to play 
it online 1n the near future Thus, we define online games or offline 
games on the basis of their online capability (instead of whether 
the games are actually being played online) 


TABLE 5 
Measuring the Influence of Reviews on Game 
Demand 
Models 
1 2 3 4 5 


—2 12*''—2 07**—3 54** —2 10***~2 66" 
(80) (80) (171) (80) (163) 
AA Average rating 20 94" 100" 71" 77** 

(21) (40 (41) (36 (30) 
AA Within-group 08 09 06 09 07 


AA Price 


share (13 (13) (13) (13) (13) 
AA Average —71" —68" -64' —75* 
rating x popular (36) (39) (39) (39) 
AA Average ~73" -—78** -55  -—61* 
rating x offline (43) (40) (42) (36) 
AA Price x popular 2 94** 1 43 
(138) (1 48) 
AA Price x offline 89 67 
(1 77) (1 80) 
AA Variation of — 83 — 64 
rating ( 56) ( 43) 
AA Variation of 26 45 
rating x popular ( 52) ( 48) 
AA Variation of 56 55 
rating x offline ( 52) ( 53) 
AA Number of 55"* 50*** 
reviews (23) ( 18) 
AA Number of -— 11 — 01 
reviews x popular ( 15) ( 12) 
AA Number of - 49** 49** 
reviews x offline ( 20) ( 20) 
Observations 1142 1142 1142 1142 1142 
R? 01 01 03 01 03 
*p< 10 
"p< 05 
hake ^ < 01 


Notes We use Equation 6 as the regression model We use the 
differences of in(si) -— In(s) across consoles and over time 
as the dependent variables in all models AA indicates that we 
take the differences of the variable across console and over 
time All regressions employ an ordinary least square 
specification Heteroskedasticity-adjusted standard errors 
are in parentheses 
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ratings and the number of reviews, and their interactions 
with game popularity and online capability Because prod- 
uct and consumer characteristics may also affect game pub- 
lishers’ pricing decisions, we add the interactions of game 
prices with game popularity and online capability The 
results suggest that the demand for popular games 1s less 
sensitive to price The results on the rating variable are 
similar to those in Model 2 In addition, we find that the 
number of reviews has a positive effect on less popular and 
online games A possible explanation for this 1s that having 
a large number of reviews signals a game’s popularity This 
result 1s also likely caused by the presence of direct network 
effects For games that can be played online, players are 
more likely to purchase games that many others have 
bought The effect of the number of reviews becomes 
weaker for offline games 

In Models 4 and 5, we employ an intertemporal measure 
of game popularity Instead of measuring popularity by 
comparing different games in each month, we define popu- 
larity for a given game over its life cycle In these two mod- 
els, we consider a game popular if it 1s less than four 
months old and less popular otherwise We replicate the 
analyses in Models 2 and 3 with this new measure and 
obtain similar results The results suggest that online 
reviews are less influential in the early phases of game life 
cycles The result is noteworthy in light of prior research 
suggesting that product promotions are more effective 1n the 
early stages of a product's life cycle because uncertainty 
and the need for information tend to be high (Sethuraman 
and Telhs 1991) If we evaluate the possible effects of 
advertising or WOM through the lens of the Bass (1969) 
diffusion model, we should expect the effects to be greater 
in the early stages of introduction A plausible explanation 
is that in entertainment industries, the heavy use of other 
promotional strategies through offline channels 1n the early 
stages of product life cycles reduces consumers’ reliance on 
online reviews We also note that R-squares of our models 
are relatively small A possible reason for this is that the 
variance of the error term in our empirical specification 
could be large because we obtained the error term after dif- 
ferencing four error terms 1n our differences-in-differences 
approach 

The coefficients of the price variable and the review 
variables in Table 5 measure their influence on less popular 
and online games We can use the regression results to com- 
pute their influence on other types of games (e g , popular 
and online games, popular and offline games, less popular 
and offline games) Table 6 summarizes the results (based 
on Model 3 1n Table 5) The results show that the sales of 
less popular games are negatively affected by their prices 
The coefficients of the average rating and the variation of 
rating are significant only for less popular and online 
games Finally, the coefficient of the number of reviews 1s 
significant for online games 

These results suggest that all three aspects of the 
reviews—the average rating, the variation of rating, and the 
number of reviews—affect the sales of less popular and 
online games Our results are more comprehensive than 
those 1n previous studies because most of these studies only 
consider one or two aspects of online reviews For example, 
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TABLE 6 
Coefficients for Different Types of Games 





Popular Less Popular 
Price 
Online — 60 -3 54** 
(158) (171) 
Offline — 29 —2 65** 
(1 05) (111) 
Average Rating 
Online 32 1 00* 
( 33) ( 41) 
Offline - 45 22 
( 32) ( 25) 
Variation of Rating 
Online —-57 ~~ 68* 
( 43) ( 39) 
Offline — 01 — 27 
( 33) ( 46) 
Number of Reviews 
Online 44*** 50*** 
( 14) ( 18) 
Offline — 05 06 
( 10) ( 12) 
*p< 10 
**p « 05 
m D « 01 


Notes We use the results in Model 3 of Table 5 to compute the 
influence of review variables and price on all four types of 
games (te, popular and offline games, popular and online 
games, less popular and offline games, and less popular and 
online games) We use the linear combinations of the 
estimates and test them against zero to obtain these 
coefficients and heteroskedasticity-adjusted standard errors 
(in parentheses) 


Chen, Wu, and Yoon (2004) and Duan, Gu, and Whinston 
(2008) consider the average rating and the number of 
reviews only, and Godes and Mayzlin (2004) focus on the 
volume of conversations in each newsgroup In addition, 
many studies find that only one or two aspects of online 
reviews affect product sales For example, Duan, Gu, and 
Whinston find that the volume of online reviews matters, 
but the average rating does not In contrast, we show that 
for products that are less popular and targeted at consumers 
with great Internet experience, all three aspects could mat- 
ter Overall, our regression analysis finds support for Hip 
and H^, 


Discussion and Conclusion 


Managerial Implications 


Understanding how online reviews affect consumers' pur- 
chase decisions is vitally important to firms that rely on 
online WOM to disseminate information about their prod- 
ucts We find that for video games, online reviews are more 
1nfluential for less popular and online games Our empirical 
results support the view that the 1mpact of online consumer 
reviews on product sales depends on product and consumer 
characteristics Thus, firms’ online marketing strategies 
need to adjust accordingly 

The finding that online reviews are more influential for 
less popular games suggests that the informational role of 
reviews becomes more salient in an environment in which 


alternative means of information acquisition are relatively 
scarce As such, marketers of less popular products may 
benefit more from allocating resources to managing online 
consumer reviews Because of the scarcity of available 
information about niche products, even one negative review 
can be detrimental Superior online WOM translates more 
easily into sales for niche products, and thus the existence 
of online review systems gives a great incentive for niche 
market producers to exert efforts to maintain good reputa- 
tions These results are particularly useful 1n light of niche 
products’ increased market share in recent years, owing to 
virtually unlimited “shelf space” in online markets Recent 
studies (eg, Anderson 2006, Brynjolfsson, Hu, and 
Sumester 2005) show that as a result of the Internet, the 
economy is increasingly shifting away from a relatively 
small number of mainstream products at the head of the 
demand curve and toward a huge number of niches 1n the 
tail, a phenomenon often dubbed the long tail For example, 
Brynjolfsson, Hu, and Smith (2006) find that obscure book 
titles, which are typically not available in conventional 
bookstores, account for approximately 40% of Amazon 
com’s book sales in 2000 Although the Internet has 
increased the collective share of niche products, 1t does not 
necessarily guarantee the survival of firms producing niche 
products Elberse and Oberholzer-Gee (2006) and Elberse 
(2008) find that from 2000 and 2005, though the number of 
video titles selling only a few copies every week increases 
almost twofold during this period, the number of nonselling 
titles mses rapidly and becomes four times as high as ın 
2000 Because many niche products are only sold online 
and their buyers are more likely to use online review sys- 
tems as the primary source for quality information, our 
study suggests that online WOM could significantly con- 
tribute to dispersion in the tail Therefore, ıt ıs crucial for 
niche product producers to devote their marketing efforts to 
online review systems when they take advantage of online 
channels to sell their products 

This study also finds evidence to support the notion that 
online reviews are more influential when consumers have 
relatively greater Internet experience Echoing the discussion 
in the conceptual framework about users’ Internet experi- 
ence, the empirical results suggest that, at least in the video 
games market, the benefits of reduced search costs (Bryn- 
jolfsson and Smith 2000) and greater confidence ın using 
the Internet (Bart et al 2005) seem to dominate concerns 
about the reliability and credibility of online information 
sources (Cheema and Papatla 2010, Klein and Ford 2003) 
As the Internet population continues to grow, consumers 
will inevitably become more expenenced with the Internet 
Our study suggests that, over time, marketing managers will 
find online consumer reviews to be increasingly influential 
and thus should devote more resources to online channels 

At the same time, firms that rely heavily on using online 
channels to promote their products could also seek ways to 
reduce the search costs for online reviews After the barner 
to information acquisition becomes lower, even Internet 
novices could be influenced by online reviews For exam- 
ple, to reduce the search costs for reviews, Amazon com has 
recently modified the way it reports star levels for items 
While previously ıt showed only an average star rating, ıt 


now shows how many people rated the 1tem with each of 
the 1—5 stars, readers can choose to read reviews for a given 
star level 


Research Implications 


This research provides a potential positive reconciliation of 
the mixed results from previous studies For example, 
Chevalier and Mayzlin (2006) examine book sales at 
Amazon com and find that online reviews influence book 
sales, but, using a simular data set from Amazon com, Chen, 
Wu, and Yoon (2004) find the opposite Similarly, in the 
context of the movie industry, Zhang and Dellarocas (2006) 
find that online reviews influence box office sales, but 
Duan, Gu, and Whinston (2008) find the opposite 
Researchers have not been able to reconcile the stark differ- 
ences 1n results and instead have attributed them to method- 
ological shortcomings For example, Duan, Gu, and Whin- 
ston point out that the mixed finding could be the result of 
researchers conducting their analyses in a cross-sectional 
context and not controlling for unobserved differences in 
product quality Our study suggests that data sets with a dif- 
ferent mix of product types, even for the same product cate- 
gory, could lead to different conclusions For example, ın 
studying online book reviews, two data sets with different 
proportions of popular and less popular book titles or differ- 
ent proportions of technical books (whose readers presum- 
ably have greater Internet experience) and nontechnical 
books may find that online reviews play different roles 

This work could be extended ın several directions First, 
further research could take a similar approach to examine 
the differential roles of critics’ reviews on various types of 
products within the same product category As an example, 
Ehashberg and Shugan (1997) find that film critics are lead- 
ing indicators of a movie’s ultimate success but do not 1nflu- 
ence its early run at the box office However, several recent 
studies (e g , Basuroy, Chatterjee, and Ravid 2003, Reinstein 
and Snyder 2005) find that film critics can influence open- 
ing weekend box office revenues Heterogeneity across dif- 
ferent movies might be a source of these divergent findings 

second, this research implies that online consumer 
reviews might significantly affect the diffusion and adop- 
tion of less popular products that target consumers with 
much Internet experience Further research could test 
whether diffusion models for forecasung the sales of such 
products can substantially improve their accuracy after 
incorporating online consumer reviews 

Third, further research could investigate firms’ online 
and offline marketing strategies and compare their effec- 
tiveness Our research indicates that promotions in the 
offline channel may reduce the efficacy of online reviews 
Thus, ıt would be worthwhile to theoretically and empiri- 
cally analyze firms' optimal strategy 1n allocating marketing 
resources to online and offline channels 

Finally, further research could compare the influence of 
online reviews among multiple products While our analysis 
focuses on a single product category, the results are applic- 
able to multiple categories For example, we expect online 
reviews to have a greater influence on products that are 
likely to be purchased or used online (e g , software) than 
on those sold or used mostly offline (e g , apparel) 
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Exchanges in Marketing Systems: 
The Case of Subsistence 
Consumer-Merchants in Chennali, 

India 


A qualitative study of subsistence consumer-merchants (SCMs) in Chennai, India, reveals that they sustain 
relationships in three interdependent relationship domains vendor, customer, and family Relying on long interview 
data, the authors interpret the subsystems as closed-loop and self-sustaining relationships Subsystems are 
managed by SCMs through buying and selling activities alongside the receiving and granting of credit, and these 
activities engender three facets of commitment continuance, affective, and normative Different facets of 
commitment underlie the relationships in the three subsystems Through different role-based activities, SCMs 
enhance or diminish commitment levels to keep all three types of relationships viable while moving their scarce 
time, energy, and financial resources into the domain with the greatest need Activities and the management of 
commitment are performed within 24-hour business cycles, with negligible resources, and in highly unstable 
environments, providing valuable theoretical insights and managerial implications that guide recommendations for 
firms wanting to serve subsistence markets successfully 
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base-of-the-pyramid or bottom-of-the-pyramid mar- 

kets, ıs a promising strategic alternative for compa- 
nies involved 1n product and services marketing (Hammond 
et al 2007, Prahalad 2005, Rosa and Viswanathan 2007) 
Some firms have successfully served such markets for 
decades through product, pricing, distribution, and promo- 
tion initiatives carefully tailored to each market One such 
example 1s Coca-Cola’s collaboration with small store oper- 
ators in India through affordable sizes, unique flavors, and 
refrigerators designed for the region’s climate and unreli- 
able electricity supply (Kripalam 2002) An increasing 


Q subsistence markets, sometimes referred to as 
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number of global and regional companies have recognized 
the potential and are investing 1n marketing approaches that 
make products and services accessible to customers for 
whom Western-style retail practices are not well suited 
(Hart 2007, Prahalad 2005, Prahalad and Hart 2002) With 
aggregate purchasing power in excess of $5 trillion (Ham- 
mond et al 2007), the potential 1n subsistence markets 1s 
great As an additional one billion new consumers, mostly 
from underdeveloped economies, enter the global market 
for discretionary products and services before 2020 (Davis 
and Stephenson 2006), this potential will increase 
markedly 

The key to marketing approaches that work 1n subsis- 
tence markets 1s microenterprises Because reliable employ- 
ment and income security are almost nonexistent 1n subsis- 
tence markets, many people rely on microenterprises for 
survival (Hammond et al 2007) As many as half of all sub- 
sistence consumers globally may be microenterprise opera- 
tors (Prahalad 2005), and between one-third and three- 
fourths of employment across developing economies 1s 
provided by the microenterprise informal sector (Roy and 
Wheeler 2006) As Coca-Cola and others serving subsis- 
tence markets have found, microenterprise operators are 
important because they often serve as the critical final link 
in the supply chain to subsistence consumers 

Conditions in subsistence markets and what is needed to 
reach their constituents 1s different from what typically 
exists ın developed markets On the one hand, people living 
in subsistence conditions ın general earn less than $2 per 
day, lack adequate access to basics, such as food and educa- 
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tion, have limited literacy and numeracy skills, lack access 
to transportation, and, as a result, face limited consumption 
alternatives (Hammond et al. 2007, Ruth and Hsiung 2007, 
Viswanathan and Rosa 2007) On the other hand, they are 
members of densely networked social and kinship commu- 
nities (Viswanathan, Gajendiran, and Venkatesan 2008), on 
which they draw to offset their lack of financial resources, 
access, and skills 

Recognizing the drastic differences ın resources and 
capabilities of subsistence markets compared with devel- 
oped markets 1s critical For example, Procter & Gamble 
developed an award-winning water-purifying product aimed 
at subsistence markets in need of potable water, but the 
product experienced slow adoption, and Procter & Gamble 
ultumately repositioned it as part of its humanitarian out- 
reach (e g , Ellison and Bellman 2005) The final step ın the 
distribution process—reaching subsistence consumers—has 
proved vexing to the company Some marketing disappoint- 
ments may stem from firms overlooking the marketing 
capabilities and approaches already held by millions who 
survive by running their own businesses, these are microen- 
terprise operators from whom other firms can learn 
(Hawken 2007, Simanis, Hart, and Duke 2008, 
Viswanathan and Rosa 2007) 

Microenterprise operators bridge the gap between 
subsistence consumers with significant needs and the 
products offered by companies ın consumer packaged 
goods, telecommunications, financial services, and other 
sectors Recognizing their importance, we attempt to pro- 
vide insights into how microenterprise operators 1n subsis- 
tence markets, many of them also subsistence consumers, 
manage marketing exchange while balancing business and 
family demands We refer to these people as "subsistence 
consumer-merchants" (SCMs) to highlight their dual roles 
as consumers providing for themselves and their families 
while managing microenterprises that often serve as impor- 
tant final links in the supply chain A theoretical insight 
denved from this research 1s that SCMs operate at the hub 
of an interdependent and self-sustaining system of relation- 
ships with vendors, customers, and family members 
Another theoretical insight is that SCMs rely primarily on 
commitment to develop, preserve, and strengthen those 
relationships These and other substantive insights from this 
research have implications for firms that want to serve sub- 
sistence markets effectively 

In the following section, we first review theories of 
closed-loop systems and commitment that provide the foun- 
dation for our thick description of marketing exchange in 
subsistence markets We then discuss our method, including 
the context of subsistence markets ın Chennai, India—the 
research site The subsequent section 1s devoted to interpre- 
tation, the narratives illustrate how SCMs manage relation- 
ships and commitment with vendors and customers and use 
their families as buffers while striving for survival We con- 
clude by discussing theoretical insights and providing 
managerial 1mplications and recommendations, limitations, 
and opportunities for theory building and further research 
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Conceptual Background 


Closed-Loop Systems 


Closed-loop systems are sets of activities 1n which the out- 
puts from one activity tngger other activities and intercon- 
nected effects, eventually feeding back to the initiating 
activity with positive or negative influences that maintain a 
stable system (Forrester 1968) Closed-loop systems occur 
in nature, such as ın ecosystems where small organisms 
serve as food for larger ones 1n chains that flow back to 
small organisms when large ones die and decay They also 
occur in organizations (Forrester 1968, Weick 1979) and 
families (Cox and Paley 1997) Closed-loop systems must 
have positive and negative feedback paths to sustain desired 
equilibrium states even when externally 1nduced variations 
1n system conditions (1e , externalities) cause the levels and 
directions of system activities to stray from desired levels 

Mechanical automobile cruise control 1s an example of 
a closed-loop system The press of a button to hold a 
desired car speed (1 e , system output) activates a speed sen- 
sor, which “locks” the throttle to control fuel to the engine 
A shift in vehicle speed when going up (or down) a hill 
causes the signal reaching the sensor to vary from what the 
driver selected and mechanically opens (or closes) the throt- 
tle to accelerate (or decelerate) the engine The temporary 
positive path that produces acceleration (or negative path 
that causes deceleration) remains active until the selected 
speed is reached and then the throttle “locks” again 

Positive and negative paths create two types of feedback 
loops to the triggering activity reinforcing or positive loops 
that raise the intensity of system activities to possibly dam- 
aging levels if left unchecked and balancing or negative 
feedback loops that reduce the intensity of and possibly 
extinguish activities 1f left unchecked In cruise-control sys- 
tems, the throttle-opening signal that serves as a reinforcing 
loop can cause unsafe acceleration and engine failure 1f left 
unchecked Likewise, the throttle-closing signal can lead to 
an unsafe slowdown and possibly cause the vehicle to stop 
abruptly In cruise control and other closed-loop systems, 
the coexistence of positive and negative feedback loops cre- 
ates a self-regulating array that 1s necessary for the system 
to persist over time in the face of externalities (Forrester 
1968, Maruyama 1963), such as arnving at an uphill or a 
downhill stretch of road Closed-loop systems in which all 
paths are positive, or in which an even number of negative 
paths that cancel one another out exist, are inherently unsta- 
ble because repeated cycles through the loops amplify or 
attenuate the intensity of each activity until one or more can 
no longer be sustained In contrast, closed-loop systems are 
likely to be stable and self-regulating 1f an odd number of 
negative paths exists, allowing for deviation-counteracting 
activities when other parts of the system become mbal- 
anced (Maruyama 1963) 


Three Facets of Commitment 


The role of commitment in marketing relationships 1s well 
documented (Anderson and Weitz 1992, Gruen, Summers, 
and Acito 2000, Gundlach, Achrol, and Mentzer 1995, 
Moorman, Zaltman, and Desphandé 1992, Morgan and 


Hunt 1994) and 1s most often operationalized with one or 
more of the three recognized facets of commitment. affec- 
tive, continuance, and normative (Allen and Meyer 1990, 
Meyer, Allen, and Smith 1993) Affective commitment 1s an 
emotion-based predisposition to maintain and enhance a 
relationship, captured 1n statements such as “I enjoy doing 
business with Vendor (or Customer) X and hope to maintain 
the relationship" When affective commitment 1s present, 
people are seldom able to explain why they feel as they do 
about the relationship In contrast, continuance commitment 
is advanced by exchanges and side bets that create inter- 
dependencies between parties over time (Becker 1960) It 1s 
evident 1n statements such as “Because my vendor gives me 
credit 1n times of need, I buy from him regularly" or “I give 
her credit because she 1s loyal to me and does not buy from 
others " Normative commitment 1s at least partly dependent 
on the approval of parties outside the relationship and arises 
when prescriptions for how community members should 
behave toward one another are enforced Normative com- 
mitment 1s reflected in statements such as “My parents 
expect that I will purchase from Vendor X as they did" and 
"Neighbors need to buy from neighbors and those they 
know" In summary, affective commitment has been 
described as parties remaining in a relationship because 
they want to, continuance commitment because they need 
to, and normative commitment because they ought to (Allen 
and Meyer 1990) Building on the conceptual foundation of 
closed-loop relationship systems and the three facets of 
commitment, we turn to our method and the national and 
cultural context of our study 


Method 


We conducted this study 1n Chennai, the fourth-largest city 
in India, located in the southern state of Tamil Nadu We 
deemed this site to be suitable for several reasons First, 
subsistence consumers abound ın India Among India's 1 1 
billion people, 80% have incomes below $2 per day, 70% 
live in rural areas with scant infrastructure (e g , electricity, 
medical services), and 40% of urban dwellers and 80% of 
rural dwellers do not have access to hygienic sanitation 
(Population Reference Bureau 2006) Second, while Chen- 
nai 1s home to subsistence markets, people also live in prox- 
imity to state-of-the-art products and technology, and it 1s 
not uncommon to encounter people living in poverty who 
also use cell phones or the Internet In mixing the old with 
the new, this research setting dispels the myth that modern 
subsistence markets can be understood simply by examin- 
ing the past of contemporary developed markets and also 
emphasizes the potential to learn about and from them 
Third, one of the authors grew up in Chennai and speaks the 
native language, Tamil People living 1n subsistence mar- 
kets, including those ın Chennai, typically have low to mod- 
erate literacy skills Being able to speak the native tongue 
was essential because informants communicate most effec- 
tively in the dialects they use on a daily basis 


Long interviews and informants 


We chose long interviews for data gathering because infor- 
mants would be able to elaborate on beliefs, priorities, activ- 


ities, and life circumstances 1n their own words (McCracken 
1988) Following a set of initial interviews to familiarize 
investigators with the research setting, long interviews were 
carned out with 37 subsistence consumers in Chennai at 
local community centers Informants were recruited through 
the centers and a nonprofit organization that provides ser- 
vices to low-income communities, such as nutrition for 
children and microgrants for starting businesses The first 
author conducted the interviews ın Tamil, with the assis- 
tence of two Tamil-speaking trained interviewers 

Of the 37 informants, 16 were SCMs, and because of 
the importance of microenterprises in subsistence markets, 
they became the focus of our analysis (see Table 1) All 
informants were in their 30s or 40s and had families with 
children, and most were women Education ranged from no 
formal education to completing tenth standard (roughly 
equivalent to tenth grade in US schools) Some informants 
(prumarily male) had rudimentary literacy and numeracy 
skills, the majority did not All SCM informants had been 
engaged in the microenterprise for more than one year and 
most for more than five years at the time of the interview 
Operating the businesses involved obtaining raw materials, 
performing value-added tasks (e g, preparation, delivery), 
and selling, typically within a 24-hour business cycle 

Interviews began with a conversation to elicit back- 
ground information on the informant’s life, such as place of 
birth, marital and family status, and education level Inter- 
views then proceeded to open-ended questions about the 
informant’s current life situation, including work and family 
concerns, and behaviors, including buying and selling activ- 
ities Probes elicited a deeper understanding of how SCMs 
obtain supplies from vendors, interact with customers, and 
manage resources and business tasks Informants received 
small gifts for participating. Interviews were recorded and 
lasted 60—90 minutes They were transcribed in Tamil and 
translated into English 


Cultural Context of the Study 


To derive meaning from the experiences the informants 
described, ıt 1s important to understand the beliefs, values, 
and customs that guide and direct societal behaviors 
(Arnould and Wallendorf 1994) Though changing with 
time, traditional cultural values and norms pertaining to 
family and social relationships persist in Chennai Key life 
events ın the culture are birth, a girl's coming of age, mar- 
nage, and death, each of which 1s associated with rituals 
rich 1n cultural meaning, norms, activities, and obligations 
For example, making beneficial marriage arrangements for 
children 1s an important parental responsibility and, for par- 
ents of women, even more so because wives become mem- 
bers of their husbands' families after marnage Another 
common practice, which 1s receding only slowly, 1s that of 
married sons and their wives living with the sons’ parents, 
possibly along with other brothers and their families (Niran- 
jan, Nair, and Roy 2005) By tradition, mothers-1n-law help 
daughters-in-law develop buying and selling skills so that 
daughters-in-law will eventually be prepared to establish 
their own households (Kantor 2002) 

Providing educational opportunities for children 1s also 
an important parental responsibility Greater cultural 
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TABLE 1 
Summary of Demographic Characteristics of SCM Informants 


informanta Type of Business Sex Age 
Anita Vadai and bay (snack) sales Female 46 
Bhaskar Goldsmith Male 32 
Charu Door-to-door sales of cleaning Female 34 
powder and perfume 
Janaki Milk delivery Female 34 
Jayashree Homemade pickle sales Female 34 
Malathi Daily flower delivery Female 40 
Malliga Sale of pooja items (e g , flow- Female 49 
ers, coconuts) used in devo- 
tional practices 
Narayanan Milk delivery and Male 32 
provision shop 
Parvathi Sale of pooja items Female 32 
Preethi Seamstress Female 32 
Prema Tea and tiffin (light meal) sales Female 36 
Rani Tiffin sales Female 30 
Selvi Wood handicraft sales Female 45 
Sita Tiffin sales Female 45 
Vanita Door-to-door sales of snacks Female 35 
Vidya Door-to-door sales of Female 40s 


household goods 


aAil informants’ names are pseudonyms 


emphasis for educating sons than daughters 1s reflected ın 
lower literacy rates among women (Kantor 2002), though 
the incidence of girls being educated to higher levels 1s ris- 
ing Compared with men, women have more family and 
household responsibilities and greater limits on property 
rights and mobility Against such gender-based norms, 
macrolevel changes, such as globalization, have led to 
expanded opportunities for women to operate their own 
businesses (Ganguly-Scrase 2003) It 1s socially acceptable 
for women to establish microenterprises, especially if their 
husbands are unable or unwilling to fulfill the family 
provider role Normative restrictions are sometimes placed 
on women shopping for household consumption relative to 
microenterprises (Hapke 2001) These norms are often 
meant to protect women's moral reputation and their house- 
holds' standing 1n the community 

The importance of spiritual life 15 reflected 1n religious 
activities and rituals at temples and festivals that mark aus- 
picious occasions Objects and commodities are trans- 
formed into ritual gifts to deities or people, including sym- 
bolic offerings of coconuts, prepared foods, and flower 
garlands Belief in “negotiable fate" ts characteristic of 
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Marital and Family Status Education 
Marned with three children No formal education 
Married with two children Ninth grade 
Married with three children, Fifth grade 
husband does not contribute much 
to the family 
Married with three children, sixth grade 


husband ts “not useful” to the family 


Married with two children, works 
with husband in the business 


Tenth grade 


Four children, husband left family Fourth grade 
16 years ago 
Married with two children Fifth grade 


Married with two children Tenth grade 
Married with two children, following 
injury three years ago, husband 
has not contributed to household 
income 
Married with two children 
Married with two children 


Two children, husband recently died 
of AIDS 


Second grade 


Sixth grade 
Third grade 
Second grade 


Married with three children, works Fifth grade 
with husband in the business 
Married with three children, works Fifth grade 
with husband in the business 
Married with two children Eigth grade 
Marned with three children and Fifth grade 


cares for sisters child, husband 
does not contribute to household 


Hindu tradition ın India, 1n which people believe that they 
do not have direct control over their fate but can exercise 
some influence on problems within the constraints they face 
(Chaturvedi, Chiu, and Viswanathan 2009) 


Analysis 


The analysis was interpretive and involved reading and 
rereading the text to gain insight into how SCMs manage 
their businesses All findings were discussed, challenged, 
and clarified, leading to a shared interpretation pertaming to 
marketing exchange, relationships, and commitment We 
elaborate on the findings 1n the next section 


Findings 
SCMs and Relationship Systems 


When describing why and how they operate their businesses, 
SCM informants referred extensively to three different 
domains or subsystems of relationships vendors, customers, 
and family members These subsystems differ not only with 
respect to participants but also with respect to roles, acttvi- 


ties, behavioral norms, and boundaries, all of which affect 
the flow of resources 1nto and out of each relationship sub- 
system (Voydanoff 2007) Subsistence consumer—merchants 
manage relationships within and across the subsystems ın 
an effort to simultaneously maintain business viability and 
generate surplus income to help meet immediate and 
longer-term family needs, including survival We find that 
SCMs buy and sell goods and services on a daily basis, that 
commitments to and from vendors and customers are cen- 
tral to the multiple daily exchanges SCMS perform, and that 
the commitments underlying these activities exist ın the 
context of intricate relationship subsystems that such com- 
mitments concurrently sustain The mutual influences 
between relationships and commitments differ across the 
vendor, customer, and family domains 

Figure 1 depicts the three key domains—SCM-vendor, 
SCM-customer, and SCM-family—and the activities that 
emerged as vital to SCMs' managing exchange and rela- 
tionships within and across the subsystems Furthermore, 
Figure 1 reflects several important aspects of the findings 
First, although each business differs 1n the products and ser- 
vices offered, SCMs engage 1n a common set of key activi- 
ties, such as obtaining and extending credit, that contribute 
to self-stabilizing relationship subsystems with vendors and 


customers Second, SCMs’ activities within the vendor and 
customer domains affect, and are affected by, their activities 
within the family domain Third, the subsystems are inter- 
dependent Fourth, consistent with systems theory, these 
relationships and activities are shaped by the sociocultural 
macrosystem that forms a “social blueprint of opportu- 
nity structures, resources and hazards, life course options, 
[and] patterns of social interaction” (Voydanoff 2007, p 
13), as we described previously with respect to traditions, 
values, gender roles, and lifestyles 1n the culture 

Fifth, SCMs assess relationships and make adjustments 
within and across subsystems so that the aggregated system 
remains viable 1n the face of within-system pressures, such 
as daily sales or supply fluctuations, and external pressures, 
such as economic dislocations and capricious government 
actions In particular, we find that SCMs frequently use 
family as a buffer when resources to sustain vendor or cus- 
tomer relationships run short Sixth, Figure 1 further depicts 
the 1dea that within each domain, there are both positive and 
negative paths between activities. Each of the subsystems 
and the aggregated relationship system are self-regulating 
because of the presence of an odd number of negative paths, 
which allows for deviation-counteracting adjustments 


FIGURE 1 
Role Performance Activities of SCMs in Vendor, Customer, and Family Relationship Subsystems 
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when parts of the system amplify the intensity of subsystem 
activity 

Finally, SCMs' relationship systems are markedly dif- 
ferent from those 1n other markets 1n the almost complete 
absence of economic and institutional mechanisms that aim 
to stabilize and sustain exchange, such as regulated finan- 
cial service providers Because such resources are rarely 
available, SCMs rely almost exclusively on interpersonal 
relationships and the commitments that develop within 
them to sustain their businesses. Although relationship sys- 
tems and their sustaining commitments are present 1n other 
markets, we find that commitments in subsistence markets 
are striking 1n both their intensity and their influence on the 
exchange process In the following sections, we elaborate 
on the commitments within the SCM-vendor, SCM- 
customer, and SCM-family relationship subsystems that 
sustain closed loops and the paths between subsystems 
emerging from our analysis 


The SCM--Vendor Relationship Subsystem and 
Commitment 


The SCM-vendor subsystem reflects key exchange part- 
ners—-primary and alternate vendors—and business activi- 
ties performed by SCMs to obtain supplies A key activity 
in marketing exchange systems 1s financing purchases, but 
SCMs seldom have cash reserves When SCMs need credit, 
a frequent occurrence, they turn first to their primary vendor 


Suppose the bill exceeds 200 rupees [US$4] I would tell 
[the primary vendor] that I would give the balance amount 
of 50 rupees tomorrow He would say OK and accept it 
since we buy regularly He gives us [credit] based on trust 
That’s all (Narayanan, delivering milk and operating a 
provision shop for seven years) 


Loans from vendors are not awarded lightly and are 
extended only to known SCMs In turn, prompt repayment 
increases the amount SCMs can borrow 1n the future Thus, 
borrowing and purchasing cycles and borrowing and paying- 
off cycles with primary vendors (see the positive paths in 
Figure 1) are important recurring activities that distinguish 
primary and alternate vendor relationships Paying off loans 
from primary vendors enables SCMs to increase purchase 
volumes, in turn allowing for future and possibly larger 
loans from primary vendors Thus, borrowing from, paying 
off, and purchasing from a primary vendor involve positive 
outcome paths and form a reinforcing loop (see Figure 1) 
Subsistence consumer—merchants receive credit only if 
long-standing continuance commutment exists between the 
SCM and the primary vendor Repeated cycles of purchas- 
ing, borrowing, and repaying both enhance and extend the 
SCM’s business with the primary vendor and curtail SCM 
purchases from alternate vendors, the latter reflected by the 
negative path between borrowing from a primary vendor 
and purchasing from alternate vendors (see Figure 1) 

Thus, primary vendors are important marketing 
exchange partners, and SCMs allocate significant time, 
attention, and financial resources toward developing and 
maintaining them 


I wouldn't go to other shops I buy from that particular 
shop I visit Parry's [an alternate vendor] to buy appalam 
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(snacks) 1f he [the primary vendor] 1s out of stock [The 
primary vendor] would give [credit] 1f we don't have suf- 
ficient cash I would say, “Shopkeeper, today I have no 
sufficient amount I am with problems You give the items 
on credit I would settle ıt immediately after the sales” 
The shopkeeper would accept it and give us [the items] 
He knows the people who repay promptly He would con- 
sider our request very sympathetically, as we are poor and 
struggle for life, and give credit to us [the items] We 
would pay him back immediately after sales As he 1s an 
acquainted person, we should think before changing the 
shop just because of lower rates [elsewhere] Because he 
IS an acquainted person, we couldn't just ignore him eas- 
ily We too should do something to help him (Vanita, sell- 
ing packaged snacks door to door for ten years) 


Because of the pervasiveness of poverty, little stigma 1s 
associated with seeking credit Yet only those who are well 
known through repeated transactions are granted credit As 
do other SCMs, Vanita displays continuance commitment, 
which is evident ın her reference to a long history of 
exchange with her primary vendor A history of borrowing, 
purchasing, and repaying leads SCMs to depend more on 
that vendor because ıt becomes easier to obtain credit as 
needed in the future At the same time, vendors become 
dependent on regular SCMs to pay outstanding debts and 
make purchases daily, given that most vendors are also 
SCMs who benefit from predictability ın transaction vol- 
umes Thus, interdependence arises from repeated cycles of 
exchange because past transactions shape current ones and 
relationship expectations into the future 

Repeated activity based on continuance commitment 
may give rise to other forms, such as affective commitment 
For example, Vanita views her primary vendor as “sympa- 
thetic,’ believing that he cares about her at some level 
Because he 1s “an acquainted person,” positive feelings 
based on familiarity may lie behind her wanting to “think 
before changing the shop” and rationalizing future purchases 
because “we couldn't just ignore him easily” In effect, two 
facets of commitment inform Vanita’s expectations for this 
relationship continuance commitment to future cycles of 
borrowing, purchasing, and repaying because of transac- 
tional 1nterdependencies and affective commitment engen- 
dered by a dissonance-reducing rationalization of past and 
present behaviors that motivates and justifies future 
exchanges (Brickman 1987, Johnson 1991) 

In addition to offering credit, vendors use other market- 
ing practices to secure continuance and affective commit- 
ments from SCMs, such as holding prices steady from one 
day to the next 


Since we buy from them regularly, they charge the same 
rate [each day] They charge 46 rupees for oil, [but] 1f we 
buy the same oil from another place [and they find out], 
they would charge 47 or 48 rupees The price would be 
higher if we buy from other shops (Anita, preparing and 
selling snacks for more than five years) 


Here, the prospect of predictable prices builds continuance 
commitment and loyalty At the same time, affective com- 
mitment 1s buttressed because SCMs fear being punished 
with higher prices 1f they do not remain loyal to the primary 
vendor Likewise, product quality assurance and favorable 


return policies are marketing practices that also reinforce 
SCMs’ commitments 


We became known to each other and buy from there only 
They would provide quality coconuts If we buy here and 
there [from other vendors], they won’t give good 
coconuts, and they won’t exchange the rotten ones Some- 
times they may exchange the sizes, but they won’t provide 
other facilities [services] So, if there were one or two rot- 
ten coconuts, they would take ıt back and give us good 
ones That was why I buy from the same shop (Parvathi, 
selling pooja items used in devotional practices for three 
years) 


Parvathi holds continuance commitment and expects that 
her primary vendor will exchange the rotten coconuts, 
which she could not resell (especially because of their unac- 
ceptable symbolism as spiritual offerings), as well as pro- 
vide other value-added services if she remains loyal (and 
the vendor has continuance commitment to her) We do not 
observe any evidence of Parvathi holding affective commit- 
ment, but her confidence that the vendor will exchange bad 
coconuts suggests fewer worries that may in turn lead to 
low-level affective commitment toward the vendor 

However, the cycle of borrowing, paying off, and pur- 
chasing from the primary vendor forms a reinforcing closed 
loop that, if left unchecked, could lead to damaging depen- 
dency levels and power imbalances 1n the relationship Off- 
setting this reinforcing loop are purchases from alternate 
vendors Because of the limited resources and scope of 
daily business for most SCMs, purchases from alternate 
vendors are almost invariably offset by purchases not made 
from the primary vendor (see the negative path between 
purchasing from an alternate vendor and purchasing from 
the primary vendor in Figure 1) Subsistence consumer— 
merchants are forced to buy from alternate vendors by 
externalities, such as a primary vendor being out of stock or 
having to close the business for a few days to meet social or 
religious obligations, such as the wedding or funeral of a 
family member ın a distant village 


Suppose it was not available [from the primary vendor] 
and there was no stock He would mobilize 1t from some- 
where else and supply to us Even if they couldn't mobi- 
lize, they would advise us to buy it from somewhere In 
this case, we must have identified an alternative shop 
nearer to us Always we would have two shops that are 
located nearer to our place Suppose the items like 
coconuts are not available ın the shop where we buy regu- 
larly We would go to other shop that we have identified 
already (Malliga, preparing and selling pooja items for 20 
years) 


When externalities arise, SCMs are permitted to purchase 
from alternate vendors without fear of recrimination if 
social norms in the community find such purchases to be 
justified, an out-of-stock or unavailable vendor are agreed- 
on justifications 

Thus, normative commitment enters the relationship 
and feeds the deviation-counteracting loop of purchases 
from alternate vendors, reducing SCM dependence on the 
primary vendor Exposing SCMs to new options reduces 
continuance commitment to the primary vendor and 
enhances relationships with alternate ones This scenario 


makes the primary vendor vulnerable and helps maintain 
the power balance between the SCM and the pnmary ven- 
dor If the SCM finds it necessary to establish a credit rela- 
tionship with an alternate vendor, the SCM 1s likely to begin 
developing continuance and affective commitments with that 
vendor, which 1n turn could lead to a switch 1n primary alle- 
giance 1f left unchecked (see the negative path between pur- 
chasing from the alternate vendor and borrowing from the 
primary vendor in Figure 1) Primary vendors are aware of 
this possibility and thus engage in relationship-maintaining 
activities, such as “mobilizing” supplies from another ven- 
dor rather than letting SCMs seek them out on their own 

The sociocultural macrosystem carries with it other 
norms that affect the SCM—vendor subsystem and commit- 
ments Community resistance to public quarreling 1s one 
such norm 


It would be sufficient for us 1f we get our regular cus- 
tomers We think like that, and we don’t fight or quarrel 
with them In our village, our people wouldn’t like these 
types of quarrels We wouldn’t speak like the local people 
here who are abusing and use ugly words We conduct like 
this 1n the business (Malliga) 


Normative commitments compel vendors to complete trans- 
actions without open quarreling even if SCMs falsely report 
lower prices from competitors Conversely, 1f an SCM 
objects to a vendor raising prices, normative commitment 
compels the SCM to accept the transaction without a public 
argument and to pay outstanding debts before transacting 
business elsewhere Because repeated purchase/loan repay- 
ment cycles increase continuance commitment, likewise 
engaging ın such action on account of normative commit- 
ment may slow down the SCM's exit from a relationship In 
such situations, normative commitment works to create 
continuance commitment even against declining affective 
commitment, which tends to preserve relationships and 
maintain stability in the system Thus, different facets of 
commitment can be in opposition in their sustenance of 
SCM-vendor relationships, at least for a short amount of 
time 

However, norms against open quarreling do not pre- 
clude some disagreements from being made public, particu- 
larly when other social norms are being violated More 
salient than the norm to avoid open quarrels 1s the norm to 
repay loans In this sociocultural environment, there 1s little 
social stigma associated with seeking credit, but it 1s 
socially unacceptable not to repay credit that has been pro- 
vided, which 1s reflected in the social humiliation of being 
the target of a public quarrel, shouting, and other behaviors 
that bring negative social attention 


When [the vendor] asks us to pay money on the day 
[when] there was nil business, 1f we tell them that we 
don't have money now and [they should] collect 1t the 
next day, they would shout at us, "Why do you say that 
you would pay tomorrow, while you have agreed and 
bought the loan against daily repayment?" (Parvathi) 


Social norms allow vendors to publicly denounce SCMs 
who are behind on repayment, adding pressure on SCMs to 
fulfill obhgations to avoid being a target of such social 
sanctions. Normative commitments exert pressure on both 
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SCMs and vendors to further stabilize the relationship sub- 
system and keep the business viable 

Given the unpredictability of subsistence markets, exter- 
nalities that force purchases from alternate vendors are 
unavoidable, causing the deviation-counteracting paths with 
these vendors to be activated regularly and the system to 
receive reinforcing and counterbalancing influences The 
SCM-vendor relationship subsystem 1s self-sustaining and 
achieves this state without formal contracts or other institu- 
tional mechanisms The system 1s upheld through SCMs’ 
relationships with primary vendors that are sustained by 
continuance, affective, and normative commitments Rela- 
tionships are kept in equilibrium by business activities that 
feed deviation-counteracting loops that become acceptable 
when externalities disrupt the system Simularly, continu- 
ance and normative commitments are involved 1n relation- 
ships with alternate vendors, particularly when SCMs need 
credit All three facets of commitment are present in the 
deviation-amplifying and deviation-counteracting loops of 
the subsystem and make its stability possible 


The SCM-Customer Relationship Subsystem and 
Commitment 


Perspective, responsibilities, and activities change markedly 
when SCMs shift from being buyers seeking credit to being 
sellers responding to customer demands, including credit 
requests The differences, compared with the SCM—vendor 
relationship subsystem, are reflected 1n changes 1n the com- 
position of activities, paths, and positive and negative loops 

Much like the SCM-—vendor subsystem, SCMs rely on 
continuance commitment from regular customers forged 
through multiple cycles of lending and collecting payments 
(see the positive paths ın Figure 1) and affective commut- 
ment fostered by dissonance-reducing rationalizations that 
motivate and justify their history of exchange As with 
SCMs and their vendors, customers often fall short of finan- 
cial resources and rely on credit, typically awarded by 
SCMs at the time of need and based solely on the relation- 
ship and its underlying commitments 


Two days, even one week [regular customers] would take 
to pay [me] They are all known people who are living 
here They would buy and say that they would pay later I 
won't trust those [unknown] people and give [credit to 
them] I would give [credit to] those who are living in this 
area who are known to me (Anita) 


The cycle of lending, collecting, and responding to regular 
customers forms a positive feedback loop that engenders 
continuance commitment and interdependencies Regular 
customers become somewhat dependent because SCM- 
extended credit provides financial flexibility that customers 
need when they do not have sufficient funds Conversely, 
SCMs become dependent on repeat customers, who allow 
for some planning of purchases and production Moreover, 
because the need for credit often arises 1n moments of cri- 
sis, the customer's affective commitment toward the SCM 1s 
built by the ready availability of credit from the SCM 

In contrast to SCMs’ vendor relationships, affective 
commitment gives rise to a negative path between lending 
and responding to regular customer demands (see Figure 1), 
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a deviation-reduction path that increases SCMs’ latitude in 
responding to new customers That 1s, the existence of 
affective commitment from the customer enables the SCM 
to ease up on the continuance commitment-enhancing 
cycles of lending to, responding to, and collecting from 
regular customers without endangering the relationship For 
example, Preethi has established credit relationships with 
regular customers and also a policy of not accepting returns 


[Regular customers] won’t return [the product] They 
might complain that the work was not proper Then I 
would assure them that, hereafter, I would stitch well their 
orders Definitely, they would complain if the stitched 
item were very loose to them We would alter and stitch it 
again to get tightness, but they won’t demand us to take 
back the stitched [product] and provide them [an] alterna- 
tive It is not like that (Preethi, operating a garment 
sewing and sales operation for seven years) 


Regular customers whose continuance commitment has 
been nurtured by a history of transactions may not be happy 
with simply a promise of doing better 1n the future, but they 
remain customers at least in the short run In turn, not 
accepting returns from regular customers both lowers 
Preethi's potential losses on purchased raw material, such 
as fabric, and releases some resources to serve new cus- 
tomers (see the positive path between lending to regular 
customers and responding to new customer demands in 
Figure 1) 

Because funds are typically at a premium among SCMs, 
collecting from regular customers releases cash resources 
with which to purchase raw materials and respond to 
demands of regular and new customers (see the positive 
paths 1n Figure 1) However, meeting the demands of either 
regular or new customers can seldom happen without some 
curtailment in servicing the demands of the other one, 
reflected by the negative paths between responding to regu- 
lar and new customer demands 1n Figure 1 As regular cus- 
tomer demands are met, new customer demands are less 
likely to be addressed, which 1s reflected 1n Malliga’s state- 
ment about how she manages her pooja business 


If you buy a worship plate from me, you should continue 
to buy from me alone If you buy here and there and are 
not buying from me regularly, but visit my shop once and 
ask me, even though I have [the product] I would say that 
I don't have [it in] stock Because [I know that] though 
you come to me today, you would buy from another shop 
tomorrow If you have bought from us previously, we treat 
you with respect We will even pack your needs 1n a bag 
and reserve them for you If we find you in different 
shops, we will lose the faith We would supply 1f we have 
stock Otherwise, we would tell [customers caught else- 
where], “Sır, it ıs not available now Since you are not 
coming to my shop regularly, I gave it to someone loyal 
who asked me just before you” 


The main business priority for SCMs is maintaining rela- 
tionships with regular customers, and SCMs often tell them 
that loyalty 1s expected 1n return for meeting their needs 
Continuance commitment 1s expected and reciprocated, 
reflected by Malliga, who even delivers pooja plates to tem- 
ple priests when regular customers cannot make 1t to wor- 
ship, extending credit and charging them for the service at 


their next visit Continuance commitment to regular cus- 
tomers can curtail what SCMs will do for new ones, such as 
when Malliga sets aside important devotional materials in 
short supply for regular customers and turns away new cus- 
tomers for the same product Thus, normative commitment 
and affective commitment, along with the harsh reality of 
limited resources, are sufficient for a self-sustaining rela- 
tionship system between SCMs and customers, with the 
added advantage that it can endure the entry and exit of 
individual customers 

Contributing to commitments are other activities that 
reflect SCM responsiveness to customers For example, 
Janaki, who has run a milk delivery business for more than 
ten years, engages in a variety of customer relationship 
maintenance activities when her costs increase, an external- 
ity and source of friction in these relationships 


We discuss in advance at the milk distribution depot that 
we [merchants] are going to raise the delivery charge to 
15 rupees since there 1s a price hike 1n the market and we 
could not manage our families with the ten rupees rate I 
would tell my customers that I raise the delivery charge to 
15 rupees from next month [Some] customers would 
accept it, and a few wouldn't agree, so I would try to 
retam as many customers as possible and tell few cus- 
tomers who don't agree [to] the price hike to continue to 
pay me at the old rate of ten rupees I receive it confiden- 
tially [and] inform the customers that they shouldn't 
reveal the rate I am collecting from them I would caution 
them that they would be in for a fight with me if they 
reveal my rate to others If I demand [the higher] rate, I 
might lose a customer 


By responding to demands, here by the selective adaptation 
of the price, SCMs enhance continuance and affective com- 
mitments from regular customers This 1s even though they 
concurrently extract normative commitment by threatening 
to instigate a quarrel, which 1s socially undesirable for the 
customer, 1f the lower price 1s revealed to others Offering a 
special deal 1s risky for SCMs because customers who learn 
that others are paying a lower price may believe that their 
continuance and normative commitments have been vio- 
lated, commitments nurtured by the tacit normative expec- 
tation that all customers receive equal treatment 

Indeed, SCMs recognize that their responses to one cus- 
tomer can quickly become norms to which all customers feel 
entitled and that weakening such norms can be detrimental 


I won't give [a price reduction] Never If someone like 
the regular customer would ask me for one extra, I would 
agree and give Suppose they buy [ten items] for ten 
rupees, I would give one extra [But] I won't [sell] for 75 
patse If we give to someone at the rate of 75 paise, then 
everyone would ask for the same price Everyone in this 
area would start to ask for 75 paise if I give 1t once. Could 
we afford it? We would incur loss It would be known to 
everyone We can't afford it I look after the business sin- 
cerely Then, I have to cook and wash the clothes for my 
family I spend my time like this (Anita) 


The failure to act 1n accordance with customary pricing 
may be devastating to the business, a risk the SCMs may 
take 1n trying to preserve relationships with regular cus- 
tomers Still, giving an extra item to regular customers may 
be acceptable if ıt 1s consistent with cultural norms, such as 


aiding the elderly, who are to be afforded respect by those 
who are younger, or the poor, for whom others feel empathy 
because of the pervasiveness of poverty in this social 
milieu 


I used to charge 22 rupees from the customers who belong 
to middle-income families, charge 25 rupees from those 
who come from rich families, and charge 20 rupees from 
those poor people who are getting low wages One or two 
would question me I would inform these people that I 
charge them only 20 rupees since they are poor and strug- 
gle in their life I would caution them and inform these 
ladies not to reveal the rate to others, as I charge them less 
since they are economically struggling They would listen 
to me (Preethi) 


Thus, all three facets of commitment are evident ın manag- 
ing these relationships continuance commitment in offer- 
ing discounted prices to regular customers, affective com- 
mitment in seeking discretion from them, and normative 
commitment in respecting the elderly and helping the poor 

Other tactics SCMs use to elicit affective commitment 
are based on interpersonal communication mechanisms 
When SCMs inquire about the well-being of customers, 
they offer a form of social support that engenders affective 
commitment m relationships 


I would inquire, "How are you, sir? How 1s your wife? Do 
you have children? Do they attend school?" As I ask them 
like that, defimtely they would come to my shop 1n their 
next visit They wouldn't go to any other shop "How 
are you and your family members? Are you not feeling 
well?" If I ask you like that, you would prefer to visit my 
shop only You wouldn't go to another shop (Malliga) 


Likewise, SCMs engage 1n transparent communication to 
enhance regular customer commitment Malathi, who sells 
flower garlands for devotional practices, uses transparent 
communication when she "informs the customers that I 
have tied the flowers with a little gap because the price 1s 
high in the market” Although she has established a norm to 
“kmt the flowers closely," when her own costs increase, she 
does not raise prices Instead, she offers an explanation to 
regular customers and makes herself vulnerable by admit- 
ting lower-than-usual quality By eliciting some sympathy 
and implying a promise to return to her usual offering, she 
seeks positive affect and its associated commutment to off- 
set violating the “tight bundles” norm All of this, however, 
is only meaningful to regular customers accustomed to tight 
bundles 

In summary, we find that SCMs engage in relationships 
with regular and new customers that form a self-sustaming 
subsystem and that granting credit and collecting loans 
engender continuance commitment from regular customers 
while releasing resources to respond to new customers The 
four activities depicted in Figure 1 form a subsystem with 
an odd number of negative paths and give SCMs latitude to 
respond to externalities Subsistence consumer—merchants’ 
tactics, such as short-term preferential pricing and support- 
ive and transparent communications, help build affective 
commitment, even 1f SCMs occasionally violate equity 
norms in adapting to some demands of regular customers 
As with SCM—vendor relationships, continuance, affective, 


Exchanges in Marketing Systems / 9 


and normative commitments all play a role in sustaining 
SCM-—customei relationships and the business 


The SCM-Family Relationship Subsystem and 
Commitment 


While SCMs operate microenterprises to better secure their 
families’ well-being, families also serve as an important 
resource buffer 1n maintaining the business and its key mar- 
keting relationships Key SCM family responsibilities and 
activities vary along two dimensions—time frame and filial 
distance—which are reflected 1n distinctions of immediate 
versus long-term nuclear family needs and extended family 
expectations 


Time frame At the heart of starting and managing these 
microenterprises 1s SCMs’ motivation to secure resources 
needed to carry out social roles within the family Common 
among SCMs 1s the belief that self-employment 1s prefer- 
able to working for others because 1t provides greater con- 
trol over generating income and using it to meet family 
needs, consistent with the notion of "negotiable fate" that 
characterizes the culture Greater control also extends to the 
integration of family into the daily business cycle 


We awake at five o'clock Immediately after that, we light 
the stove, prepare the items, and do sales to our cus- 
tomers My husband and my children join me We all four 
serve the tiffin to customers and simultaneously complete 
other activities We prepare lunch at least for 20 persons I 
slice and cut the vegetables to prepare the lunch while I 
serve the morning tiffin to our customers Then, we take 
rest for two hours 1n the afternoon Again, we would start 
our work by 4 PM We would prepare, and the tiffin would 
be ready in the late evening Then, we would wash the 
vessels and grind the grains and make it ready for the next 
day Apart from this, we list out and arrange the purchase 
of 1tems for business on the next day We would make it 
ready and start the work on the next day morning (Prema, 
preparing and selling tea and tiffin for three years) 


Given business cycles that are repeated daily and with 
only the rarest of pauses for religious festivals or family 
affairs, SCMs’ resources of time, energy, and budgets are 1n 
limited supply and are thus carefully managed In particu- 
lar, SCMs must plan for and manage the possibility that 
sales on any given day may fall short of expectations 


Yesterday, since I expected good business, I purchased all 
items for 500 rupees to 1000 rupees But there was no big 
crowd I got the business only for 300 rupees or 400 
rupees [Despite poor sales], we have to mobilize the nec- 
essary items for business next day We have to throw away 
the unsold perishable items We have to adjust and be pre- 
pared to meet everything ın the business (Parvath1) 


When setting aside money and raw materials for the next 
day's business, 1t ıs implicit that immediate business and 
family needs compete for funding from one common 
resource pool, namely, whatever 1s generated by each day’s 
exchanges with vendors and customers 


He [Sita’s husband] would buy the needs for our shop at 
the previous day's mght We would buy in the day 1f we 
need anything for our family [If short], I wouldn't prepare 
tea or coffee at the house We don’t buy in bulk We buy 
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the day-to-day needs (Sita, preparing and selling tiffin for 
20 years) 


Because of the uncertainty of how each day’s business 
will unfold and concerns about family welfare that might 
result from adverse business results, within the family sub- 
system SCMs focus resources on first addressing immediate 
needs, such as food and shelter Eventually, longer-term 
needs, such as saving for children’s education and marriage 
arrangements, become urgent and are taken into account in 
the daily routine of trading off between family and business 
demands 


Filial distance We find a distinction between the 
nuclear and the extended family when ıt comes to involve- 
ment in the business, even 1f not when ıt comes to demands 
on the business For example, SCMs deploy their children 
as a resource in running the business when the resources of 
the SCM approach depletion and even at the possible 
expense of children’s education 


Though I am not feeling well or [have a] serious illness, I 
should have to go Even if I request someone else, they 
wouldn’t do because they don’t know the houses to be 
delivered It would be new to them Only known people 
can do [it] As I have children, I would take them along 
with me while I go for milk delivery If I push the cart and 
reach nearer to the houses, my children would take the 
milk packets and deliver at the houses on the different 
floors in the housing quarters I would wait at the ground 
floor and guide them to deliver at which houses (Janak1) 


Thus, a tight link exists between meeting immediate 
family needs and involving family 1n meeting those needs 
through the business (see the positive paths in Figure 1) AH 
three facets of commitment support connections between 
business and family activities because social norms dictate 
that children do as parents 1nstruct and that parents care for 
children (normative commitments), while parents care and 
sacrifice for children and children respond 1n kind (affective 
and continuance commitments) 

Involving nuclear family members 1n the business has 
positive paths to saving for long-term needs and meeting 
expectations of the extended family (see Figure 1) Both are 
achieved through the straightforward mechanism of 
expanding the business and enhancing its stability, which in 
turn sustains resource flow and contributes to meeting 
immediate and long-term nuclear family needs and 
extended family expectations, such as caring for elderly 
parents At the same time, saving for long-term needs has a 
negative effect on meeting 1mmediate family needs because 
money saved or paid to lenders for nonrecurring needs, such 
as marriage arrangements, means that less 1s available for 
immediate family needs 


We have to meet the family expenses from the business 
profit We must pay the rent and electricity bill. My 
daughter's annual school fee is 3,750 rupees [about 
US$75] We remit the remaining balance to the bank 
account, little amounts, and save ıt As we feel that we 
would spend it 1f ıt were cash on hand, we remit ıt When 
we have a balance amount, then we use it to pay the 
school fee (Sita) 


Implicit ın remitting “the remaining balance" is that it 1s 
what remains after purchasing for the next business cycle 
and paying off loans, but not after buying all that would be 
desired for immediate family needs, such as food for meals 

Some of the negative effect of meeting long-term needs 
on meeting immediate ones 1s offset by varying the level of 
family involvement in the business Family members may 
be required to sacrifice their own long-term needs for the 
sake of the business or other family members According to 
cultural norms, younger siblings sometimes delay marriage 
for the sake of older ones, or girls may be required to forgo 
education for the sake of boys’ education Meeting the 
demands and expectations of the extended family, as a 
result of deep-seated normative commitments, can also have 
negative effects on fulfilling immediate nuclear family 
needs or saving for long-term ones (see Figure 1) For 
example, unmarried sisters often live with an older brother’s 
family 1f the parents pass away Because unmarned women 
may not be allowed to work outside the home and marriage 
expenses are, according to custom, borne by the woman's 
family, the needs of unmarried sisters can consume family 
resources that might otherwise be used for immediate or 
long-term nuclear family needs, as reflected ın Sita's 
experience 


My husband was working 1n a coffee shop when I married 
him Since his [unmarried] sisters too were in the family, 
the 1ncome was not sufficient So, he decided to start a 
small tiffin shop on his own We used it as base and grad- 
ually improved our life (Sita) 


Other extended family demands that might impinge on 
meeting nuclear family needs include caring for incapaci- 
tated parents and meeting the financial obligations of senior 
family members 

Adding to the complexities of the family relationship 
subsystem in the Indian context are restrictions on the 
demands that married women such as Malliga may place on 
male relatives 


I have an elder brother Ten persons are working for my 
brother He has a car, articles [material goods], and he 1s 
well [off] now Though he 1s well settled, we never 
approached him for [help even though] we were ın a 
struggle I did the marriage arrangements well to my elder 
son on my own expenses I provided education to another 
son and met all of his expenses I took care of all without 
anyone's assistance for anything I have been very thrifty 
and maintain my family well I never approach him I 
never borrowed a single rupee from him 


Malliga’s ability to fulfill her parental obligations was 
accomplished with pride, further reflecting her normative 
commitment to fulfilling family expectations even beyond 
her parents’ lifetime Meeting long-term needs for mar- 
rages and education are norms common among the SCM 
informants, giving rise to the positive path between savings 
for long-term nuclear family needs and meeting extended 
family expectations 

In summary, continuance, affective, and normattve com- 
mitments play significant roles in the family subsystem 
Affective and continuance commutments are drivers of the 
feedback loops among meeting immediate family needs, 


involving nuclear family members, and saving for long- 
term needs Parents and children engage ın repeated activity 
cycles that 1nvolve exchanges and side bets, each relatively 
small within daily life (eg, running instead of walking 
when delivering milk, taking a smaller portion at meals) but 
that contribute to continuance commitment They make sac- 
rifices for each other and, in rationalizing them, develop 
affective commitment Furthermore, normative commit- 
ments to behavior standards for relationships among par- 
ents, children, and extended family permeate system activi- 
ties The system 1s self-sustaining because its counteracting 
loops accommodate deviation amplification tnggered by 
externalities, such as a rise 1n extended family demands In 
turn, these externalities are countered by higher involve- 
ment from nuclear family members, a resource that 1s care- 
fully managed to ultimately enhance the meeting of imme- 
diate and long-term nuclear family needs through the 
business 


Relationship Subsystems as Deviation-Heducing 
Mechanisms 


The analysis also reveals two positive and four negative 
paths that link family subsystem activities to managing 
credit from vendors and to customers (see Figure 1) 
Because of an even number of negative links, these paths 
form deviation-amplifying loops that can destabilize the 
overall system However, given that each subsystem has an 
odd number of negative paths, any of the subsystems can 
curtail deviation amplification in the aggregate system 
Which relationship subsystem 1s used to counter deviation 
amplification in the aggregated system depends on circum- 
stances The data suggest that deviation amplification 1s 
often counteracted by tapping the reservoir of affective and 
normative commitments within family relationships to 
maintain continuance commitments 1n vendor and customer 
subsystems That 1s, families often serve as buffers 

As long as business is steady, an adequate surplus ts 
generated to meet needs 1n both the business and the family 
If sales drop, loans are called, or 1f customer demands for 
credit rise, the surplus dwindles As a result, many 
demands, such as payments on outstanding loans, food for 
the family, and demands for credit from regular customers, 
compete more vigorously for SCMs’ limited cash resources 
In such situations, continuance, affective, and normative 
commitments toward vendors, customers, and family strive 
for dominance We find that commitments to vendors and 
customers often take precedence over those to the family in 
the short run This 1s evident ın the experience of Parvathi, 
whose business cart was confiscated by government offi- 
cials when she was evicted from her selling area, a not 
entirely uncommon occurrence in subsistence markets that 
typically lack reliable, equitable governance 


There was no business for two or three days We could not 
do anything for the children We could not prepare food to 
provide them Sometimes I would think like that and feel 
sad because we could not do the business when the [gov- 
ernment] people arrived [Evictors] took away all materials 
while we were doing good business It would be very 
difficult for us on those times We have to adjust to all 
the difficulties, profit and loss in the business each day 
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Keeping vendor and customer relationships viable through 
the buffer of family 1s reflected ın Figure 1 by negative 
paths from paying off primary vendors and lending to regu- 
lar customers to meeting 1mmediate nuclear family needs 

However, sacrificing family needs for the business 1s a 
short-term strategy Under longer-term pressures, SCMs 
may reverse priorities because of normative and affective 
commitments within the family subsystem Reversals occur 
when externalities, such as family emergencies, arise or 
needs must be met (e g , family members can no longer go 
hungry) In turn, SCMs seek larger loans from primary ven- 
dors or exert pressure on regular customers to settle debts 
(for positive paths from meeting 1mmediate nuclear family 
needs to borrowing from primary vendor and to collecting 
from regular customers, see Figure 1) For example, when 
Charu cannot work because of illness, she borrows more 
from, or delays repaying, her primary vendor There are 
limits to how long the vendor will wait for repayment, as 
she reports “If I don’t go for sales for ten days, I have to 
buy private loans to manage” Such loans often come from 
lenders that charge usurious interest rates and enforce pay- 
ment through public humiliation 

Because of the risks, SCMs seek such loans only when 
options within vendor, customer, and family relationships 
are exhausted Likewise, Sita strives to make timely vendor 
repayments but reports that her husband “would advise me 
to remit some amount to the bank account” for her daugh- 
ter’s tuition at the end of some days Sita will fail in her 
parental role responsibilities if her child 1s turned away 
from school because of nonpayment Consequently, the 
vendor loan may go unpaid for a few days, or customers 
asking for loans may be denied by the SCM (see the nega- 
tive paths from meeting immediate nuclear family needs to 
paying off primary vendor and lending to regular cus- 
tomers) If making the school payment requires the family 
to go hungry for a few days, the payment takes precedence, 
suggesting again that family can be used as a buffer and that 
reversals in priorities are implemented to adapt to changing 
conditions 

Incurring additional debt, delaying payments and accru- 
ing interest, denying customer loans, and increasing pressure 
on regular customers to settle loans are risky actions because 
they are digressions from repeated business behaviors that 
keep alive continuance commitments While family subsys- 
tems rely heavily on affective and normative commitments, 
vendor and customer relationships rely more on continuance 
commitment and can dissolve if commitment-supportive 
behavior patterns are disrupted Consequently, asking ven- 
dors and customers to deviate from expected acttons and 
business cycles cannot be done often, and families remain 
as buffers 1n the aggregate relationship system that makes 
SCM microenterprises possible 


Discussion 


Subsistence consumer-merchants exhibit considerable busi- 
ness acumen, and the findings offer new insights into 
exchange ın subsistence markets by highlighting the roles 
of relationship systems and commitment Marketers who 
are interested 1n subsistence markets should take the find- 
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ings into account to avoid oversights such as the misspecifi- 
cation of buyer product adoption processes 1n the develop- 
ment of new marketing theory and strategies and the poor 
execution of marketing and policy initiatives (Arnould 
2001, Arnould and Mohr 2005) Table 2 summarizes key 
theoretical insights derived from the findings as well as 
broad marketing practice implications and specific recom- 
mendations centered on (1) a systems theory approach and 
the key factors at work 1n the (2) SCM-vendor, (3) SCM- 
customer, and (4) SCM-—family relationship subsystems 


Theoretical Insights and Marketing Practice 
Implications 


Systems theory approach The foundational insight from 
the findings 1s that SCMs operate at the center of a relation- 
ship system with vendors, customers, and family members 
They develop, depend on, and maintain this self-sustaining, 
closed-loop system of relationships almost exclusively 
through continuance, affective, and normative commitments 
Continuance commitment plays a key role with vendors and 
customers and develops through repeated exchange transac- 
tions involving buying, repaying, and borrowing In addi- 
tion, SCMs assess relationships and whether to invest in 
them, maintain them, or, ın some cases, actively ignore 
them to maintain overall system viability The subsystems 
are interdependent and made highly permeable because 
SCMs are at the center of all three systems, moving 
resources within and between them through key perfor- 
mance role activities, which in turn may increase resources 
available for the SCM to satisfy the provider role by meet- 
ing family needs 

This systems-based approach complements the network 
perspective that is prevalent in current studies of subsis- 
tence markets and economic development (e g , Ritchie and 
Sndharan 2007, Slater and Tacchi 2004) The network per- 
spective ıs most useful to marketing knowledge at an aggre- 
gate level, in which SCMs are viewed as nodes 1n networks 
and their relationships with other nodes are viewed as influ- 
ence vectors going into or away from 1ndividual nodes Sys- 
tems theory transforms nodes into emotionally and cogni- 
tively capable people who are actively working to remain 
productive network members 1n an ever-changing environ- 
ment and whose focus is on those with whom they have 
binding relationships Understanding SCMs as more than 
nodes will benefit marketers because it makes salient that 
influence flows touching a single node are bidirectional, 
interdependent, and under continual renegotiation 

Another theoretical contribution from the systems per- 
spective stems from its parallel themes with role-theoretic 
approaches to business relationships Role-theoretic 
approaches function at a mezzo level of analysis, rising 
above the individual motivations and emotions of business- 
people to that of socially influenced roles and governance 
mechanisms, but preserving the individual-level focus 
demanded by research 1nto business decisions The research 
extends “sticky role" notions of such relationships by 1llus- 
trating the coexistence and comanagement of the business- 
person and friend role (Heide and Wathne 2006) While 
SCMs’ relationships with vendors have a calculative com- 
ponent that 1s characteristic of the businessperson role, most 


TABLE 2 
Theoretical Insights, Broad Marketing Practice Implications, and Specific Marketing Practice 
Recommendations for Firms Seeking Business with SCMs 


Theoretical Insight Broad Marketing Practice Implications 


Relationship Understand how SCMs operate their 
systems businesses almost exclusively on the 
approach, basis of relationships and commitments 
including inter- within vendor, customer, and family 
dependence subsystems that form an aggregated 
within and self-sustaining relationship system 
between Recognize that SCMs are in effect 
subsystems boundary spanners, understand that 

activities within one subsystem influence 
SCMSs' ability to manage relationships 
and commitments in other systems 
Recognize that relationship systems 
are embedded in a sociocultural 
macrosystem 

SCM-vendor Hecognize that SCMs maintain multiple 
relationship vendor relationships 
subsystem 

Understand that continuance commitment 
is the primary driver of the SCM—vendor 
relationship and that continuance commit- 
ment is built over time, sustain continu- 
ance commitment in relationships and 
support SCMs in balancing commitments 
to avoid overdependence and exploitation 

SCM-customer Recognize the importance of all three 
relationship types of commitments in this subsystem, 
subsystem empower SCMs to balance commitments 

and have more enduring relationships 
with customers 

SCM-family Recognize that family well-being is a 
relationship prominent concern and that family is the 
subsystem predominant buffer in the overall system, 


reduce pressure on SCM-family subsys- 
tem as the primary buffer for the aggre- 


gated system by engendering different 
types of commitment 


Specific Marketing Practice Recommendations 


*Strive to become a valued partner within the system 

eConduct targeted SCM assessments to understand 
existing system, subsystems, and their interplay 

eUse methodologies such as participatory rural appraisal to 
maximize SCM input to the assessment 


«Design marketing programs targeted within one subsystem 
that, in turn, help SCMs balance commitments and 
enhance relationships in other subsystems, provide training 
for SCM partners to understand, manage, and Improve in 
all subsystems 

«Design marketing programs to simultaneously benefit the 
SCM's business and family 

*Assist in subsystem overhaul if dysfunctional or exploitative, 
while taking care not to meddie 

Design subsystem- or system-supportive activities, such as 
credit programs based on knowledge sharing 


eExternalize or localize select marketing activities to 
leverage existing social networks and commitments 

«Offer coproduction opportunities, such as repackaging or 
bundles suited to local conditions, adjust brand meanings to 
local beliefs 


Be open to SCMs’ multiple vendor relationships while striv- 
Ing to become a primary vendor 

eAccept deviations in typical transactions to accommodate 
changes in SCMs' needs and the needs of the aggregate 
system 


eDevelop staged relationship-building program to establish 
continuance commitment through basic exchange cycles, 
follow by expanding scope and size of transactions, prod- 
ucts, and services to build other commitments over time 
and with foundation of continuance commitment 

«Provide support through credit and training on evaluating 
product, pricing, inventory management, and research 

(e g , supplier prices) 


eAllow for quality variations, price changes, and 
customization 

eFacilitate SCMs offering credit to their customers, facilitate 
easy, effective recordkeeping 


Develop marketing programs with incentives tied to family 
development, such as children's education 

eProvide alternatives to tapping into the family as a resource 
buffer For example, consider appropriate credit options so 
that SCMs can address family emergencies-—doing so may 
help SCMs manage the family subsystem and, in turn, may 
help maintain good relationships in SCMs' vendor and cus- 
tomer subsystems, which in turn may work toward building 
affective commitment toward the firm 





SCMs purchase from a single vendor and speak openly of 
their loyalty and regard for the vendor's feelings, 1ndicative 
of a friend role A similar duality of roles was noted 1n con- 
sumer and family domains, 1n which, 1n a manner of speak- 
ing, the SCM acts as both a parent to a child and a manager 
of the child's business performance Subsistence consumer— 
merchants seem comfortable holding both friend and 
businessperson roles and switching between them as needed 
to meet overall system demands 


Thus, a foundational broad marketing practice 1mplica- 
tton is that firms that want to work with SCMs should try to 
understand how the SCMs operate their businesses 1n terms 
of their relationships in these highly interdependent vendor, 
customer, and family subsystems (see Table 2) Subsistence 
consumer-merchants have carefully nurtured the system 
and its relationships and cannot easily or thoughtlessly 
extricate themselves from it As a result, we recommend 
that firms attempting to develop subsistence markets should 
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strive to become valued partners within SCM systems rather 
than replacing them, applying Hart's (2007) "develop native 
capability” principles to local marketing initiatives It 1s 
critically important for firms to assess SCM relationship 
systems and involve SCMs in the assessment process Our 
experience shows that SCMs are willing to talk about their 
relationships 1f inquiry approaches specifically designed for 
subsistence markets, such as the participatory rural 
appraisal (Chambers 1994, 1997), are used Mapping SCM 
systems can help firms grasp the characteristics and condi- 
tions of existing system dynamics as SCMs allocate time, 
energy, and financial resources within and between subsys- 
tems and relationships 1n them 

Another broad marketing implication of the systems 
approach is that SCMs are, 1n effect, boundary spanners in 
systems that go beyond business-to-business or business-to- 
consumer dyads and beyond traditional marketing partners 
because of the influence of family We recommend that 
firms develop marketing programs targeted within one sub- 
system with an eye to 1ts reverberation 1n other systems, 
such as the family Subsystem-supportive activities, such as 
training, will assist SCMs 1n managing within one subsys- 
tem and others and, in turn, will work toward the firm 
accruing affective and continuance commitments fueled by 
streams of ongoing exchanges We also cautiously recom- 
mend that firms consider offering assistance 1n overhauling 
a subsystem 1f ıt becomes dysfunctional or exploitative 
Assistance should be limited (to avoid meddling), based on 
a deep knowledge of existing relationships, and developed 
with SCM involvement rather than provided using tem- 
plates based on business practices 1n other markets, 1nclud- 
ing developed ones 

Yet another broad marketing practice implication stems 
from systems being shaped by the sociocultural environ- 
ment ın which SCMs and their vendors, customers, and 
families are embedded Externalizing and/or localizing 
some marketing activities will leverage this sociocultural 
environment We recommend that firms offer some copro- 
duction opportunities to respond to local market conditions, 
a flexibility that helps SCMs build relationships with their 
own customers and vendors The repackaging of consumer 
goods, such as snacks and detergent, into affordable quanti- 
ties and service bundling tailored to local conditions (e g, 
tailored cell phone plans) are examples of SCM coproduc- 
tion that builds value and enhances SCMs’ relationships 
with customers and vendors, which 1n turn can build SCM 
appreciation for the firm 


Implications of the SCM—vendor subsystem The find- 
ings indicate that SCMs maintain relationships with. both 
pmmary and alternate vendors to avoid damaging depen- 
dency levels, power imbalances, or even exploitation 
Although firms wanting to develop subsistence markets 
may desire exclusive vendor status, the findings imply that 
firms should recognize that SCMs maintain multiple vendor 
relationships We recommend that firms aim to be valued 
primary vendors We also recommend that firms be open to 
exceptions from standard procedures, such as payment 
schedules and amounts, when circumstances demand that 
another vendor be given preference within SCMs’ typical 
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24-hour business cycle Firms that work with SCMS 1m this 
manner will likely develop continuance and affective com- 
mitments from SCMs by conducting business within, rather 
than against, system processes and conditions 

Another umplication derived from the SCM—vendor sub- 
system 1s that firms should recogmze the importance of 
continuance commitment We recommend that firms 
develop a staged relationship-building program to develop 
and affirm continuance commitment through repeated 
cycles of buying, borrowing, and repaying Over time, firms 
can expand the scope and size of transactions while work- 
ing to develop affective and normative commitments For 
firms doing business with SCMs who work with a range of 
vendors (e g , decentralized, local production), we recom- 
mend providing support in the form of credit, training to 
evaluate products and prices and plan inventories, or con- 
ducting market research to aid SCMs ın negotiating the 
local marketplace of primary and alternate vendors 


Implications of the SCM—customer subsystem Subsis- 
tence consumer—merchants juggle their responsibilities to 
regular customers, the core of their enterprise, while serving 
new customers The results suggest that firms should recog- 
nize the importance of all three types of commitments ın the 
SCM-customer subsystem To foster continuance commit- 
ment, firms should avoid programs that emphasize new cus- 
tomers at the expense of SCMs' relationships with regular 
ones Firms should also nurture affective commitment 
between SCMs and their customers, which helps SCMs 
withstand unavoidable short-term deviations, such as loan 
repayment delays For example, SCMs juggle demand 
for reduced prices or customized products, agreeing to dis- 
counts while counting on normative commitment toextract 
secrecy from their customers Firms should be sensitive to 
SCMs’ need for such practices rather than assume a strict, 
rule-based approach Support systems that make these 
business practices tractable and relatively error free are 
recommended Similarly, firms that directly provide credit 
to consumers and bypass SCMs may hinder business We 
recommend that firms 1ncentivize SCMs to provide credit 
and design credit terms that build commitment between 
SCMs and the firm while supporting SCM-customer 
commitments 


Implications of the SCM-family subsystem Because 
families are the primary buffer against externally induced 
shocks to the system, firms should recognize that activities 
that support SCM-family relationships will help SCMs 
build their businesses Firms that become partners in 
enhancing the SCM's business while helping protect the 
family from short-term sacrifices can accrue significant 
affective commitment We recommend that firms design 
marketing programs that are family supportive, such as 
incentivized savings programs targeting long-term family 
needs and programs that do not involve usurious interest 
rates or exploitative policies. However, nonusurious family- 
friendly rates and policies do not mean low rates of return 
for companies We find that SCMs do not object to rela- 
tively high interest charges on short-term loans, because 
they view such costs as part of the relationship give-and- 


take demanded by uncertainty ın the environment Conse- 
quently, interest rates and firm policies do not need to be 
loss leaders or “charity” 

In summary, our recommendations are centered on per- 
spectives and programs that will help SCMs manage the 
system while building business potential At the same time, 
firms wanting to participate in subsistence markets should 
try to develop long-term partnerships with SCMs This 
bottom-up approach 1s well suited for subsistence markets, 
given the differences between villages and cities as well as 
the lack of organizational and institutional support on which 
top-down approaches in resource-rich settings are predi- 
cated Admittedly, SCMs exhibit both strengths and vulner- 
abilities, and the latter can be addressed through credit and 
training opportunities offered by companies, nongovern- 
mental organizations, or governments For microfinance 
and microcredit organizations, we recommend carefully 
constructed terms of credit in light of the larger system For 
example, microloans granted to SCMs for business needs 
are sometimes used for consumer needs, an undesirable out- 
come according to conventional thinking However, our sys- 
tems perspective suggests that such outcomes are not neces- 
sarily undesirable when they reflect malleability in moving 
resources between subsystems to keep the entire system 
viable 


Theoretical Implications, Limitations, and Further 
Research 


Our theory building and findings also have theoretical 
implications for customer relationship management (CRM), 
the study of commitment, and other areas of marketing 
theory We discuss each 1n turn 


CRM Much of the research into CRM issues focuses on 
management of customer data to enhance the satisfaction of 
high-value customers while maintaining others and possibly 
encouraging some to exit At high levels of abstraction, 
CRM as practiced by marketing-savvy firms in advanced 
markets 1s not radically different from subsistence markets, 
because firms want to maintain relationships with vendors 
and customers through varying levels of affective (e g , per- 
sonalized interaction), continuance (e g , enhanced service 
to elevate switching costs), and normative (e g , highlight- 
ing industry practices and norms for vendor—customer rela- 
tionships 1n mission statements) commitments It 1s also not 
difficult to envision that activities that give rise to positive 
and negative feedback loops exist 1n such relationships—for 
example, when vendor payments are delayed in exchange 
for loyalty 

A contribution of this research to current CRM thinking 
is that despite the formality of CRM programs and the large 
investments they entail, these programs remain vulnerable 
to externalities that upset the equilibrium between positive 
and negative feedback loops, and system buffers should be 
recognized and managed as such In some firms, for exam- 
ple, employees may be equivalent to family in serving the 
role of buffer To absorb externally induced system jolts, 
employees may be asked to work faster or longer or to 
accept wage reductions 1f customer or vendor relationships 
are threatened Likewise, firms may sometimes tap into 


supplier relationships to "release pressure" in the system 
when unexpected events occur 

Firms that fail to recognize employees or vendors as 
buffers, fail to sustain all three facets of employee and ven- 
dor commitments, or fail to reward employee and vendor 
sacrifices may not be able to succeed in the long run at 
CRM Additional research 1s needed, perhaps beginning 
with an effort to develop a model analogous to Figure 1 for 
firms in developed economies and operating formalized 
CRM programs A systematic exploration of the activities 
that generate the most critical positive and negative loops 
within the customer, vendor, and employee/organizational 
subsystems and the buffers that allow one subsystem to 
absorb external disruptions 1n others would be a significant 
contribution to the marketing literature 


Social ties and commitment The findings also comple- 
ment research that shows that social ties (guanx1) can play a 
larger role 1n business relationships when institutional and 
organizational constraints are weak (Peng and Luo 2000, 
Xin and Pearce 1996) and that commitment 1s more predic- 
tive of individual than of organizational behaviors (Gruen, 
Summers, and Acito 2000) Most research on commitment 
in marketing has taken place at an organization level (see 
Palmatier et al 2006), which can obscure relationships and 
commitments that are shaped by institutional and structural 
factors Building on the notion that commitment is a key 
mediator between attitudes and intentions (Garbarino and 
Johnson 1999) and that idiosyncratic investments of time 
and energy can increase commitment (Anderson and Weitz 
1992), this research shows that individual-level rather than 
organizational-level commitment can be built and sustained 
by interpersonal relationship processes reflected in SCM 
buyer and seller role-based activities 

Because of their high dependence on interpersonal rela- 
tionships, subsistence markets may be apt settings for addı- 
tional research on commitment ın buyer-seller relation- 
ships Furthermore, the research provides a foundation for 
studies on asymmetry 1n commitments and outcomes, such 
as opportunism Gundlach, Achrol, and Mentzer (1995) 
propose that opportunism may not result from dispropor- 
tionate commutment structures, prompting questions that 
could be addressed by further research on SCMs For exam- 
ple, 1s a greater penalty placed on opportunism when inter- 
dependence 1s high, or does interdependence pave the way 
for opportunistic behavior to be tolerated because both par- 
ties need to survive? The findings reveal the presence of 
deviations from exclusivity that are fueled by different 
types of commitments, leading to important issues that 
should be explored, such as how relationship norms and 
normative commitments evolve 


Generalizability and limitations It 1s important to 
address the extent to which we expect the findings to hold 
in other subsistence markets First, our interpretation high- 
lights social norms While social norms and normative com- 
mitment should play key roles in other cultural contexts, the 
norms themselves may vary, such as the extent to which 
public humiliation or arguing 1s acceptable Second, 
although many subsistence markets appear to be character- 
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ized by cultures that place high value on social relations and 
kinship ties (Arnould 1989, Ruth and Hsiung 2007), in 
other subsistence markets, family relationships may be a 
weaker motivation for SCMs to enter the business and may 
be a less socially acceptable resource to tap 1nto when the 
business falls short Third, although most of our SCM 1nfor- 
mants were women, in other subsistence markets, it may be 
less socially acceptable for women to engage in business 
activities outside the home and beyond male family mem- 
ber oversight (e g , Arnould 1989) In line with gender dif- 


ferences 1n “relationality” (Melnyk, Van Osselaer, and By- 
molt 2009), further research should investigate whether 
female SCMs are more inclined and/or able than male 
SCMs to maintain relationships and the overall system we 
observe here Finally, because our insights are drawn from 
SCMs who are currently operating businesses, we cannot 
assess links among business failure, marketing exchange, 
relationships, and commitment Further research should 
focus on other subsistence marketplaces among ongoing 
enterprises as well as those that ceased operations 





REFERENCES 

Allen, Natalie J and John P Meyer (1990), “The Measurement 
and Antecedents of Affectrve, Continuance, and Normative 
Commitment to the Organization," Journal of Occupational 
Psychology, 63 (1), 1-18 

Anderson, Erin and Barton A Weitz (1992), “The Use of Pledges 
to Build and Sustain Commitment in Distribution Channels," 
Journal of Marketing Research, 29 (February), 18-34 

Arnould, Eric J (1989), “Toward a Broadened Theory of Prefer- 
ence Formation and the Diffusion of Innovations Cases from 
Zinder Province, Niger Republic,” Journal of Consumer 
Research, 16 (September), 239-67 

(2001), “Ethnography, Export Marketing Policy, and Eco- 

nomic Development in Niger" Journal of Public Policy & 

Marketing, 20 (Fall), 151-69 

and Jakki Mohr (2005), “Dynamic Transformation of an 

Indigenous Market Cluster,” Journal of the Academy of Mar- 

keting Science, 33 (Summer), 254—74 

and Melanie Wallendorf (1994), “Market-Oniented 
Ethnography Interpretation Building and Marketing Strategy 
Formulation,” Journal of Marketing Research, 31 (November), 
484—504 

Becker, Howard S (1960), “Notes on the Concept of Commit- 
ment," American Journal of Sociology, 6 (July), 32-40 

Brickman, Philip (1987), Commitment, Conflict, and Caring 
Englewood Cliffs, NJ. Prentice Hall 

Chambers, Robert (1994), "Participatory Rural Appraisal (PRA) 
Analysis of Experience," World Development, 22 (9), 1253-68 

(1997), Whose Reality Counts? Putting the First Last 
London Intermediate Technology Publications 

Chaturvedi, Avinish, Chi-yue Chiu, and Madhu Viswanathan 
(2009), “Literacy, Negotiable Fate, and Thinking Style Among 
Low Income Women ın India," Journal of Cross-Cultural Psy- 
chology, 40 (5), 880—93 

Cox, Martha J and Blair Paley (1997), "Families as Systems,” 
Annual Review of Psychology, 48, 243-67 

Davis, Ian and Elizabeth Stephenson (2006), "Ten Trends to 
Watch," The McKinsey Quarterly, (January), (accessed Decem- 
ber 12, 2009), [available at http //www mckinseyquarterly com/ 
Strategy/Globalization/Ten, trends, to. watch 1n. 2006 1734] 

Ellison, Sarah and Eric Bellman (2005), “Clean Water, No Profit,” 
The New York Times, (February 24), B1 

Forrester, Jay W (1968), Principles of Systems Waltham, MA 
Pegasus Communications 

Ganguly-Scrase, Ruchira (2003), "Paradoxes of Globalization, 
Liberalization, and Gender Equality The Worldviews of the 
Lower Middle Class in West Bengal, India,’ Gender & Soctety, 
17 (4), 544-66 

Garbarino, Ellen and Mark S Johnson (1999), “The Different 
Roles of Satisfaction, Trust, and Commitment in Customer 
Relationships,” Journal of Marketing, 63 (April), 70-87 














16 / Journal of Marketing, May 2010 


Gruen, Thomas W, John O Summers, and Frank Acito (2000), 
“Relationship Marketing Activities, Commitment, and Mem- 
bership Behaviors 1n Professional Associations," Journal of 
Marketing, 64 (July), 34—49 

Gundlach, Gregory T, Ravi S Achrol, and John T Mentzer 
(1995), "The Structure of Commitment in Exchange,” Journal 
of Marketing, 59 (January), 78—92 

Hammond, Allen L , William J Kramer, Robert S Katz, Julia T 
Tran, and Courtland Walker (2007), The Next Four Billion 
Market Size and Business Strategy at the Base of the Pyramid 
Washington, DC World Resources Institute, International 
Finance Corporation 

Hapke, Holly (2001), "Gender, Work and Household Survival 1n 
South Indian Fishing Communities A Preliminary Analysis,” 
The Professional Geographer, 53 (3), 313-31 

Hart, Stuart L (2007), Capitalism at the Crossroads Upper Sad- 
dle River, NJ Pearson 

Hawken, Paul (2007), Blessed Unrest How the Largest Movement 
in the World Came into Being and Why No One Saw It Coming 
New York Viking Penguin 

Heide, Jan B. and Kenneth H Wathne (2006), "Friends, Business- 
people, and Relationship Roles A Conceptual Framework and 
a Research Agenda," Journal of Marketing, 70 (July), 90—103 

Johnson, Michael P (1991), “Commitment to Personal Relation- 
ships,” in Advances in Personal Relationships, Warren H Jones 
and Daniel W Perlman, eds London Jessica Kingsley, 
117-43 

Kantor, Paula (2002), "A Sectoral Approach to the Study of Gen- 
der Constraints on Economic Opportunities in. the Informal 
Sector in India,” Gender & Society, 16 (3), 285—302 

Kripalani, Manjeet (2002), "Rural India, Have a Coke," Business- 
Week, (May 27), 24 

Maruyama, Magoroh (1963), “The Second Cybernetics Deviation- 
Amplifying Mutual Cause Processes,” American Scientist, 51 
(June), 164—79 

McCracken, Grant (1988), The Long Interview Thousand Oaks, 
CA Sage Publications 

Melnyk, Valentyna, Styn M J van Osselaer, and Tammo H A By- 
molt (2009), “Are Women More Loyal Customers Than Men? 
Gender Differences ın Loyalty to Firms and Individual Service 
Providers," Journal of Marketing, 73 (July), 82-96 

Meyer, John P, Natalie J Allen, and Catherine A Smith (1993), 
"Commitment to Organizations and Occupations Extensions 
and Test of a Three Component Conceptualization,” Journal of 
Applied Psychology, 78 (4), 538-51 

Moorman, Christine, Gerald Zaltman, and Rohit Deshpandé 
(1992), "Relationships Between Providers and Users of Mar- 
keting Research The Dynamics of Trust Within and Between 
Organizations,” Journal of Marketing Research, 29 (August), 
314-29 

Morgan, Robert M and Shelby D Hunt (1994), “The Commitment- 
Trust Theory of Relationship Marketing,” Journal of Market- 
ing, 58 (July), 20-38 


Niranjan, S, Saritha Nair, and TK Roy (2005), "A Socio- 
Demographic Analysis of the Size and Structure of the Family 
in India," Journal of Comparative Family Studies, 36 (4), 
623-51 

Palmatier, Robert W , Rajiv P Dant, Dhruv Grewal, and Kenneth 
R Evans (2006), “Factors Influencing the Effectiveness of 
Relationship Marketing A Meta-Analysis,” Journal of Market- 
ing, 70 (October), 136-53 

Peng, Mike W and Yadong Luo (2000), “Managerial Ties and 
Firm Performance in a Transition Economy The Nature of 
Micro-Macro Link,” Academy of Management Journal, 43 (3), 
486—501 

Population Reference Bureau (2006), World Population Data 
Sheet Washington, DC Population Reference Bureau 

Prahalad, C K (2005), The Fortune at the Bottom of the Pyramid 
Eradicating Poverty Through Profits Upper Saddle River, NJ 
Wharton School Publishing 

and Stuart L Hart (2002), “The Fortune at the Bottom of 
the Pyramid,” Strategy-- Business, 26 (1), 2-14 

Ritchie, Robin and Srinivas Sridharan (2007), “Marketing in Sub- 
sistence Markets Innovation Through Decentralization and 
Externahzation, ın Advances in International Management 
Series, Vol 20, José Antonio Rosa and Madhubalan 
Viswanathan, eds Oxford Elsevier, 195-214 

Rosa, José Antonio and Madhubalan Viswanathan, eds (2007), 
Advances in International Management Series, Vol 20 
Oxford Elsevier 





Roy, Marc-Andre and David Wheeler (2006), “A Survey of Micro- 
Enterprise in Urban West Africa Drivers Shaping the Sector,” 
Development in Practice, 16 (5), 452-64 

Ruth, Julie A and Rachel Oakley Hsiung (2007), *A Family Sys- 
tems Interpretation of How Subsistence Consumers Manage 
The Case of South Africa," 1n Advances in International Man- 
agement Series, Vol 20, José Antonio Rosa and Madhubalan 
Viswanathan, eds Oxford Elsevier, 59—87 

Simanis, Erik, Stuart Hart, and Duncan Duke (2008), “The Base of 
the Pyramid Protocol Beyond ‘Basic Needs’ Business Strate- 
gies,” Innovations, 3 (1), 57—84 

Slater, Don and Jo Tacchi (2004), ICT Innovations for Poverty 
Reduction New Delhi UNESCO 

Viswanathan, Madhubalan, S Gajendiran, and R Venkatesan 
(2008), Enabling Consumer and Entrepreneurial Literacy in 
Subsistence Marketplaces New York Springer 

and José Antonio Rosa (2007), “Product and Market 
Development for Subsistence Marketplaces Consumption and 
Entrepreneurship Beyond Literacy and Resource Barriers,” 1n 
Advances in International Management Series, Vol 20, José 
Antonio Rosa and Madhubalan Viswanathan, eds Oxford 
Elsevier, 1-17 

Voydanoff, Patricia (2007), Work, Family, and Community Mah- 
wah, NJ Lawrence Erlbaum Associates 

Weick, Karl (1979), The Social Psychology of Organizing New 
York Random House 

Xin, Katherine and Jone L Pearce (1996), “Guanxi Connections 
as Substitutes for Formal Institutional Support,’ Academy of 
Management Journal, 39 (December), 1641-58 





Exchanges in Marketing Systems / 17 


David A. Schweidel & Robert J. Kent 


Predictors of the Gap Between 
Program and Commercial 
Audiences: An Investigation Using 
Live Tuning Data 


Audience measures serve as the basis on which billions of dollars of television advertising are purchased each 
year However, these measures often fall short of providing marketers and media planners with information about 
the size of the audience that has the opportunity to see advertisements during commercial breaks Although 
program audience measures remain relevant for product placement, the size of the gap between the audience 
potentially exposed to programming and the audience exposed to commercial breaks has implications. for 
advertisers and networks, affecting decisions such as program selection and ad pricing The authors use a full 
television season of live tuning data to study variation across programs in the size of the program audience and the 
size of the gap between the potential program audiences and the potential commercial audiences, which is found 
to exceed 2096 of the program audience in some cases Across program genres, the authors find that dramas have 
increased program popularity and reduced ad avoidance, whereas reality television experiences increased ad 
avoidance The analysis reveals the importance of incorporating show-specific random effects because their 
omission can result in spurious attribution of differences in ad avoidance and program popularity to genre The 
authors discuss the implications for networks and advertisers 





Keywords advertising, television, ad avoidance, media, marketing metrics 


elevision advertising has traditionally been purchased media planners and their clients can simply use these met- 
I on the basis of program audience measures These rics to choose programs 1n which to place commercials 
metrics are used both to select the programs 1n which However, the appropriateness of program audience mea- 
to advertise and to negotiate the rates for billions of dollars sures for such decisions 1s more tenuous 1f the relationship 
in advertisang spending While measures of the program between viewers' opportunities to see programs and their 
audience are appropriate for marketers considering branded opportunities to see commercial breaks varies significantly 
entertainment (1e, product placement), program ratings across programs or within a given episode 
have shortcomings in advertising planning Chief among Steinberg and Hampp (2007) report that program audi- 
them 1s the discrepancy between measures of the audience ences may be approximately 595-1046 higher than potential 
with the opportunity to see the program and measures of the commercial audiences If the price charged for advertising 
audience with the opportunity to see the program's com- is based on the average program audience, this discrepancy 
mercial breaks Advertisers are not primarily concerned effectively increases the cost of reaching a given number of 
with program audiences but rather with the audience that viewers As Ephron (2007) notes, given great programmer 
particular commercials may reach competition and the billions of dollars spent annually on 
According to Poltrack (2006), “the relationship between television advertising, even small-sounding differences in 
program audiences and commercial audiences was found to the audience size can have important effects on ad rates and 
be very stable over time and by program " If this 1s the case, marketers’ satisfaction with ad buys “the networks would 
established program audience measures may be effective have killed for five percent this year” Gloede (2006) argues 
proxies for the potential commercial audience As such, that advertisers will angle for lower rates and/or other com- 


pensation, such as messages integrated into programming 
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and Williams 2007), ıt 1s not surprising that more than 80% 
of surveyed members of the Association of National Adver- 
tisers expressed interest in obtaining precise measures of 
viewers’ Opportunities to see commercials (Hampp 2007) 
The industry has responded to this call with metrics that 
focus on the audience during commercial breaks However, 
the latest national audience metrics average across all com- 
mercial break minutes within a program episode (eg, 
Atkinson 2008), which may disappoint marketers that want 
information specific to particular advertising units (Atkin- 
son 2007) 

While these commercial minute ratings are available at 
a national level, audience measures for local markets are 
reported as program ratings (McClellan 2008) Media plan- 
ners have expressed a desire for commercial audience mea- 
sures in local markets (e g , Friedman 2009) As Kaul and 
Wittink (1995) note, national and local advertising each 
play an important role in a brand’s marketing strategy, with 
local advertising primarily focusing on product availability 
and price and national advertising primarily focusing on 
brand positioning In developing advertising and pricing 
strategies, marketers must balance national and local mes- 
sages (eg, Ephron 2001, Popkowski-Leszczyc and Rao 
1990) Thus, local measures of commercial break audiences 
are of value to national brands, as well as regional brands 
and retailers, because they provide information on the reach 
of their local advertisements and allow them to add effi- 
ciency to marketing activities (e g , Abraham and Lodish 
1990) 

Program audience measures may include consumers 
who avoid commercials, and thus these measures may over- 
state the size of the audience with the opportunity to see 
advertisements (e g , Briggs and Stuart 2006, Ephron 2007, 
Wilbur 2008b) Some media planners have also expressed 
an interest in maintaining “live-only” audience measures 
(which do not include digital video recorder [DVR] play- 
back) 1n the interests of clients with time-sensitive advertise- 
ments (e g , Friedman 2009, McClellan 2008) For example, 
retailers may time advertising buys and slot relevant ad 
messages to take advantage of customers’ increased ten- 
dency to shop on weekends (eg, Fox and Hoch 2005) 
Similarly, film studios may advertise new movies with tım- 
ing designed to attract patrons during their critical opening 
weekend (eg, Krider and Weinberg 1998, Lehmann and 
Weinberg 2000) Such advertisers may find diminished 
value in the audience reached even a few days later 

While there continues to be discussion about the inclu- 
sion of time-shifted viewing in audience measures, the 
strong interest ın and importance of commercial audience 
measures for local markets 1s evident Increasingly available 
set-top box data offer a means by which to begin addressing 
this concern (Arango 2008, Kang 2008)! Marketers and 
media firms have expressed keen interest in using such data 
to understand viewers' opportunities to see programs and 
commercials The recently formed Coalition for Innovative 
Media Measurement, a consortium of advertisers (1ncluding 
Procter & Gamble and Unilever), agencies (including 


We discuss set-top box data—both its advantages and limita- 
tions—in more detail in our “Data” section 


GroupM, Omnicom Media Group, and Starcom MediaVest 
Group), and content providers (including CBS Paramount, 
Disney Media Networks, NBC Universal, News Corpora- 
tion, Time Warner, and Viacom), notes that examination of 
“the current and future potential of television measurement 
through set-top box data” 1s one of two key areas of interest 
(Reuters 2009, see also Li 2009) As we discuss subse- 
quently, using set-top box data to examine live tuning to 
programs and commercials offers new insights and opportu- 
nities for researchers and practitioners 

The need for a better understanding of commercial and 
program exposure patterns goes beyond the television 
advertising market Marketers continue to 1ncrease advertis- 
ing in mobile and online marketing Cross-media cam- 
paigns (eg, Naik and Raman 2003) require comparable 
metrics across different media If the extent to which the 
program audience declines during commercial breaks dif- 
fers substantially across programs, program audience mea- 
sures are more limited than they might appear. Moreover, 1f 
there 1s considerable variation ın lost opportunities to see 
advertisements across the commercial breaks of a single 
episode, measures of the average commercial audience 
across a program may be misleading Variation ın the extent 
of the program audience decline during commercial breaks 
may also affect measures of advertising effectiveness and 
wearout (eg, Bass et al 2007, Naik 1999) because pro- 
gram audience measures will tend to overstate viewers' 
opportunities to see advertisements In turn, this may affect 
the optimal scheduling of advertising campaigns (eg, 
Bruce 2008, Naik, Mantrala, and Sawyer 1998) 

The intent of the current research 1s twofold First, we 
use a full season of set-top box data to examine and contrast 
live tuning to programs and commercial breaks 1n prime- 
time network television While prior research has separately 
examined program tuning and ad avoidance, these factors 
have not been considered together Comparing the live tun- 
ing to programs and commercial breaks, our analysis 
reveals considerable variation across programs and over the 
course of the season, as well as variation attributable to 
commercial break characteristics These results call into 
question the notion of a stable relationship between pro- 
gram and commercial break audiences 

Second, we examine the impact of show-specific ran- 
dom effects (colloquially, an *X-factor") on program rat- 
ings and ad avoidance While previous research has often 
used data from a short time frame and has not considered 
programs' X-factors, the use of a full season of data enables 
us to 1dentify the programs that are more (or less) popular 
than their characteristics would suggest, as well the pro- 
grams that experience more (or less) ad avoidance The 
findings reveal that the 1mpact of these effects on both 
aspects of tuning 1s substantial and may outweigh the pro- 
gram genre effects that have been documented previously 
Moreover, the omission of these X-factors results 1n spuri- 
ous inferences about the popularity of certam genres and 
the levels of ad avoidance they are expected to experience 

Our analysis offers actionable insights for advertisers 
and networks The results suggest complementary use of 
measures of program and commercial break tuning levels 
for marketers using product placement and traditional 
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advertising Moreover, our analysis reveals that the impact 
of program genre on the extent of ad avoidance and pro- 
gram popularity found ın prior studies may be more limited 
than previously thought Taken together, the findings offer 
insight into the extent to which live program audience mea- 
sures overstate the size of the audience with the opportunity 
to see commercials, providing marketers with essential 
information for choosing programs and negotiating adver- 
tising rates This information 1s also of value to networks 1n 
setting advertising costs for different programs, potentially 
reducing the need to deliver costly “make goods” as a con- 
sequence of overestimating commercial break tuning levels 
or the chances that they will undercharge advertisers as a 
result of underestimating commercial break tuning levels 

In the following section, we briefly review related ht- 
erature on television tuning behavior and ad avoidance dur- 
ing commercial breaks We then describe the data used in 
the analysis and the modeling framework We present the 
findings and then discuss the implications of the results We 
conclude with a discussion of the limitations of this 
research and directions for future work 


Helated Research 


Several models have been developed to understand viewers' 
tuning behavior Rust and Alpert (1984) use a flow model to 
capture viewers’ program choices 1n each half-hour interval 
Rust, Kamakura, and Alpert (1992) employ peoplemeter 
data to understand the preferences of different types of 
viewers Shachar and Emerson (2000) identify a set of 
viewer and programming characteristics (eg, genre) to 
model television-viewing behavior Wilbur (2008b) pro- 
poses a two-sided model that considers both the viewing 
and the advertising markets and finds that the attractiveness 
of programs for viewers and advertisers 1s related to show 
characteristics Wilbur, Goeree, and Ridder (2009) examine 
the effects of product placement and advertising times on 
program populanty Such analyses have formed the basis 
for purchasing advertising as marketers consider buying 
commercial time 1n programs that are popular with their 
intended markets As Shachar and Emerson (2000, p 177) 
state, such data "provide the standard of ratings for both 
network executives and advertising agencies” However, 
these studies focus on television program choices and do 
not consider the extent of ad avoidance 

In addition to the literature on program choices, a sepa- 
rate but related stream of research has addressed the gap 
between program and commercial break audiences Dana- 
her (1995) uses second-by-second peoplemeter data to com- 
pare program and commercial break audience measures on 
three networks 1n New Zealand In constructing his ratio of 
the commercial break rating to the program rating, he aver- 
ages ratings across the seconds of the commercial breaks, 
comparing this average rating with the average rating of 
programming seconds He finds that the audience level 
declines during commercial breaks by approximately 596, 
which 1s consistent with recent reports (e g , Ephron 2007, 
Steinberg and Hampp 2007) He shows that there 1s a con- 
siderable range 1n estimates of the extent of ad avoidance, 
which 1s related to the program type, program rating, and 
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commercial break characteristics, such as the number of 
advertisements 1n the break Because the study uses data 
from a single week, however, 1t does not consider the 
impact of show-specific effects on the extent of ad avoid- 
ance Some programs may systematically maintain more (or 
less) of their program audience during commercial breaks 
Although this may be attributable 1n part to program char- 
acteristics, such as the genre, it may also be driven by a pro- 
gram's X-factor 

Van Meurs (1998) examines a panel of households using 
peoplemeters 1n the Netherlands during a four-month 
period He decomposes channel switching during commer- 
cial breaks into its two underlying components panelists 
tuning to a commercial break and those tuning away from 
the break He finds that commercial break and program 
characteristics influence both types of channel-switching 
behavior As with Danaher (1995), however, Van Meurs 
(1998) does not consider show-specific effects 1n his 
analysis 

Siddarth and Chattopadhyay (1998) also examine the 
propensity for viewers to switch channels They find that 
previous exposure to commercials 1ncreases the propensity 
for viewers to change the channel and decreases the time 
until it occurs They also find that viewers are more prone to 
change the channel if the commercial occurs within two 
minutes of the half hour or hour Although the study reveals 
the drivers of channel-switching behavior for specific com- 
mercials, many of which the marketer can control, 1t does 
not consider the 1mpact of the program 1n which the com- 
mercial airs As such, it does not offer guidance for select- 
ing programs (or genres) ın which to advertise Siddarth and 
Chattopadhyay also do not consider the presence of com- 
mercials on other networks, which may affect changes in 
the audience level 

In studying the effect of DVRs on the advertising 1ndus- 
try, Wilbur (2008a) discusses the reasons that viewers may 
avoid advertising Among the reasons are the presence of 
substitute activities, the lack of engagement generated by 
commercials, advertising wearout, and a lack of interest in 
the advertised products He suggests the use of an adjusted 
CPM (cost per thousand) to take into account ad skipping 
that is facilitated by DVRs More generally, advertising 
decisions, such as pricing and program selection, should 
consider the overall extent of ad avoidance, whether due to 
ad skipping, channel switching, or other activities, as well 
as the popularity of the program In each case, there may be 
variation across programs and commercial breaks 

In this research, we model the average program rating 1n 
a half-hour period and the extent of ad avoidance during 
each commercial break using live set-top box tuning data 
These two components play a central role in understanding 
viewers’ opportunities to see commercials at the time they 
are broadcast While previous research has separately exam- 
ined the drivers of program popularity and the relative audi- 
ence levels during commercial breaks, we explore them 
together to understand how factors may differentially affect 
both aspects of tuning behavior, which can affect the selec- 
tion of programs for both traditional advertising and prod- 
uct placement (e g , Karrh, McKee, and Pardun 2003) In 
doing so, we demonstrate the applicability of increasingly 


available set-top box tuning data to both media planners and 
networks (see Arango 2008, L1 2009) 


Data 


We employ tuning, programming, and advertising data pro- 
vided by TNS Media Research Tuning data were collected 
from digital cable set-top boxes ın a major metropolitan 
area 1n the United States The number of digital cable set- 
top boxes tuned to each of five broadcast networks (ABC, 
CBS, CW, FOX, and NBC) was collected for weekdays 
(Monday-Friday), second-by-second from 8 PM to 11 PM, 
from September 2007 through May 2008 We also collected 
the total number of set-top boxes 1n the area, which enabled 
us to calculate second-by-second ratings (the fraction of all 
set-top boxes 1n the area tuned to a particular channel) for 
each network 

When we compare the data used in the current research 
with that used 1n previous studies, two aspects are particu- 
larly noteworthy First, set-top boxes provide tuning data 
That 1s, they record the channel to which the set-top box 1s 
tuned each second, thus providing an indication of opportu- 
nity to see the programming and commercials at the time 
they are broadcast? Because this information 1s recorded 
passively, data from a large number of set-top boxes can be 
collected 1n local markets (more than 400,000 set-top boxes 
were installed 1n the metropolitan area we examine) 

Several previous studies have employed data from peo- 
plemeters, 1n which participants must indicate that they are 
present ın the room once or twice per hour (eg , Wilbur 
2008b) Peoplemeters rely on the compliance of partici- 
pants, which has been criticized recently (Schneider 2009) 
Wilbur (2008b) employs data collected by audimeters, 
devices that passively record the program to which a televi- 
sion 1s tuned and report tuning behavior ın 15-minute inter- 
vals Given the relative coarseness of such data, as Wilbur 
notes, households may avoid advertisements but still be 
counted as part of the audience None of these means of 
data collection (audimeters, peoplemeters, and set-top 
boxes) directly measure viewers’ attention to or engagement 
with the programming or commercial breaks As such, tun- 
ing data only enable us to draw conclusions regarding the 
potential for exposure—that 1s, the opportunittes to see pro- 
gramming and commercial breaks (Ephron 2007) Although 
this 1s a limitation, households cannot be influenced by com- 
mercial breaks they do not tune 1n to, and thus the differ- 
ence between the program and the commercial break tuning 
audiences 1s important to advertisers and media buyers 

Second, the data we employ do not include DVR usage 
Although new streams of set-top box data may include 
DVR usage, such data were not available at the time of this 
study As such, our conclusions regarding ad avoidance dur- 
Ing prime time are restricted to “live tuning” In analyzing 
TiVo log files, Bronnenberg, Dube, and Mela (2009) report 
that more than 90% of watched shows were viewed live Of 


2To account for cases in which a set-top box has not demon- 
strated activity for a prolonged period, our data provider applies a 
capping algorithm This is similar to the practice employed 1n ana- 
lyzing dwell times on Web sites (e g , Montgomery et al 2004) 


the programs that were recorded, more than two-thirds of 
commercials were skipped Consistent with. Bronnenberg, 
Dube, and Mela's findings, a Nielsen (2008) report found 
that households watched an average of 142 5 hours of tele- 
vision per month, and the amount of time-shifted television 
was less than 1096 of this total With DVR penetration of 
20%-30% at the time of the study, homes with DVRs divid- 
ing television use between live and time-shifted viewing, 
and a high incidence of skipped commercials in time- 
shifted viewing (e g , Bronnenberg, Dube, and Mela 2009, 
Wilbur 20083), live tuning data reflect the majority of view- 
ers’ opportunities to see programs and commercial breaks 

As we noted previously, the live audience 1s also of particu- 
lar interest to advertisers with time-sensitive messages (e g , 
McClellan 2008) 

Although set-top box data do not provide information 
on people's presence in the room, accounting only for live 
tuning, such data offer distinct advantages In particular, we 
are able to obtain tuning data at a granular level, which 
enables us to examine observed ad avoidance of individual 
commercial breaks Thus, data from set-top boxes have the 
potential to provide the metrics 1n local markets that adver- 
tisers continue to request (McClellan 2008) 

Our season-long data span a longer time frame than the 
data employed ın several previous studies With multiple 
airings of the same programs, we can examine variation ın 
program populanty and ad avoidance across programs due 
to unobserved factors, the 1mportance of which has been 
documented in the marketing literature (e g, Rossi and 
Allenby 2003) but not considered in this context The 
results reveal the importance of incorporating show-specific 
random effects when modeling program and commercial 
break ratings In particular, conclusions on program genre 
effects are affected by the inclusion of these show-specific 
X-factors, with important implications for advertisers and 
programmers 

The tuning data were paired with programming sched- 
ules to 1dentify the show that aired 1n each half-hour block 
Programs were coded along the following dimensions Pro- 
gramming genres were coded according to the information 
available at TV com (eg, Wilbur 2008b) When multiple 
genres were listed, we used the first genre listed. Five gen- 
res accounted for more than 90% of the half-hour blocks 
during our observation period drama (coded as GENRE = 
1), reality (GENRE = 2), sitcom (GENRE = 3), news 
(GENRE = 4), and game shows (GENRE = 5) The remain- 
ing genres were aggregated and treated as an “other” genre 
Using the information available at TV com, we also created 
a dummy variable to indicate whether an episode was a new 
airing (REPEAT = 0) or a repeat (REPEAT = 1) 

Another aspect of the data we control for was the Writ- 
ers Guild of America (WGA) strike, which ran from 
November 5, 2007, to February 12, 2008 For each half- 
hour block, we created a categorical variable to indicate 
whether the period occurred before the strike (WGA = 1), 
during the strike (WGA = 2), or after the strike (WGA = 3) 
In addition to the respective main effects, we constructed an 
interaction effect between REPEAT and WGA to allow for 
the possibility that repeat episodes were more (or less) 
popular among viewers during and after the strike We 
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denote these four programming characteristics (GENRE, 
REPEAT, WGA, and REPEAT x WGA), along with a net- 
work-specific indicator variable, as Xa. 

To provide a summary of programs' relative popularities 
and explore the tuning data, we next examine ratings We 
calculate the half-hour program ratings by averaging the 
second-by-second ratings across programming seconds in 
each half-hour period (e g , Danaher 1995) We present the 
distribution 1n Figure 1 

Although the majority of half-hour program ratings are 
in the range of 190—246 of set-top boxes, we observe some 
that exceed 5% We also observe variation across networks, 
with ABC and CBS having the highest half-hour program 
ratings (2 70% and 2 53%, respectively), followed by FOX, 
NBC, and CW (2 25%, 1 80%, and 97%, respectively) 

The programs with episodes tuned to by more than 5% 
of set-top boxes included ABC’s Dancing with the Stars, 
Grey’s Anatomy, Samantha Who? and The Bachelor, CBS’s 
CSI Crime Scene Investigation and Without a Trace, and 
FOX's American Idol, The Moment of Truth, and House 
From this exploratory analysis, we might conclude that 
reality television and dramas allow advertisers to reach the 
largest audiences 1n this market However, this would be 
premature for two reasons that we explore in greater detail 
First, the popularity of these programs may reflect the 
appeal of particular shows rather than all shows of the 
genre Second, the half-hour program ratings do not con- 
sider the level at which tuning changes during commercial 
breaks, which may vary across programs 

To probe these issues further, we next present second- 
by-second plots of the ratings for a selection of programs 
We first consider two reality television programs that air on 
CW America's Next Top Model and Pussycat Dolls Pre- 
sent Girlicious Figure 2, Panel A, exhibits the second-by- 
second ratings for individual episodes of these programs 

Although both programs are reality television shows 
that appear on the same network, America’s Next Top Model 
draws a larger audience than Girlicious As might be 
expected, the observed tuning audience drops considerably 
during the commercial breaks, evidenced by the declines 1n 


the second-by-second ratings Comparing these episodes, 
we find a difference ın the observed levels of ad avoidance 
While this episode of America's Next Top Model has an 
average rating during commercial seconds of 1 51% and an 
average rating during programming seconds of 1 78%, 
resulting in a difference of 15% between the commercial 
and the program ratings, this episode of Girlicious has an 
average rating of 95% during commercial seconds and of 
1 15% during programmung, yielding a difference of 18% 

In Figure 2, Panel B, we present a similar comparison 
between episodes of the FOX dramas Prison Break and 
Bones In this episode of Prison Break, the average rating 
during programming seconds 1s 2 06%, compared with its 
average rating of 1 85% during commercial seconds—a dif- 
ference of approximately 10% This episode of Bones has 
an average rating of 183% during programming, which 
drops only 5% to 1 74% during commercials While Prison 
Break has a tuning audience during programmung that 1s 
12% larger than Bones’ audience, Prison Break’s commer- 
cial audience 1s only 6% larger, demonstrating that the pro- 
gram audience measure may not serve as an adequate proxy 
for opportunity to see commercials Note also that these 
programs both experience an audience build over time, and 
thus the audience levels during commercial breaks within a 
single episode may vary 

As the two comparisons 1n Figure 2 reveal, the network 
and genre may not fully explain the popularity of programs 
and the extent to which the programs experience ad avoid- 
ance Although variation 1n the gap between the live pro- 
gram and the commercial break tuning audiences that we 
observe ın these four episodes may simply be due to ran- 
domness, after we control for program genre, some shows 
(in these examples, Pussycat Dolls Present Girlicious and 
Prison Break) may systematically experience more ad 
avoidance If this 1s the case, when pricing advertising time, 
networks should account not only for differences in the 
popularity of programs but also for differences in the 
amount of ad avoidance the programs experience Advertis- 
ers should also take these issues into consideration when 
planning and buying television ad time 


FIGURE 1 
Distribution of Average Half-Hour Program Ratings 
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FIGURE 2 
Rating Comparisons 





A: CW Reality Television Programs 





America’s Next Top Model 


022 
020 
018 
016 
014 
012 
010 
008 
10 20 30 40 50 6060 


Time in Program (Minutes) 


Rating 


Pussycat Dolls Present Girlicious 
022 


020 
018 
016 
014 
012 
010 
008 


Rating 


10 20 30 40 50 60 
Time in Program (Minutes) 


B: FOX Dramas 


Prison Break 


025 
024 
023 
022 
021 
020 
019 
018 
017 
016 
i 10 20 30 40 50 60 


Time in Program (Minutes) 


Rating 


Bones 
025 


024 
023 
022 
021 
020 
019 
018 
017 
016 
015 


e m sa. 


Rating 


10 20 30 40 50 60 
Time in Program (Minutes) 





To complement the tuning data, we collected advertis- 
ing schedules on the five networks This data consist of the 
time at which each commercial break started and ended 
From this, we constructed variables for the length of each 
break 1n minutes (LENGTH), the number of breaks that 
aired on the remaining four networks concurrently (CON- 
CUR), and an indicator variable for whether the break 
occurred within two minutes of the half-hour blocks chang- 
ing (HALFHOUR) ? We denote these three variables, ın 
conjunction with Xato aS Quatcy which are the descriptors we 
use to model the change 1n audience levels during commer- 
cial breaks 

In Figure 3, we provide the distribution of commercial 
break lengths and the distribution of the number of concur- 


3To construct the CONCUR variable for commercial breaks on 
network c, we examine the advertising schedules on the remaining 
four networks and count the number of networks with a commer- 
cial break that had any overlap with time at which the break aired 
on network c 


rent commercial breaks Figure 3, Panel A, shows that the 
majority of commercial breaks last between three and four 
minutes Longer commercial breaks provide viewers with 
increased opportunity to switch channels without missing 
the programming, while shorter commercial breaks limit 
such activity Figure 3, Panel B, shows that commercial 
breaks tend to occur at the same times across networks 
This overlap may diminish the appeal of switching channels 
during the commercial breaks Of all commercial breaks 
during the observation period, 27% aired around changes in 
the half-hour blocks We might contend that breaks near the 
half hour are subject to more switching because programs 
are concluding However, they may exhibit a smaller 
decline because viewers remain tuned to see the final scenes 
or previews for next week’s episode 

Next, we examine the size of the observed commercial 
break tuning audience relative to that of the live program 
audience We refer to the ratio of the commercial break rat- 
ing (calculated each second and averaged across the sec- 
onds of the commercial break) to the half-hour program rat- 
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FIGURE 3 
Summary of Commercial Break Data 
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ing (calculated as the average rating of noncommercial sec- 
onds of the program) as an "adjustment factor" and present 
the distribution in Figure 4 

Although we expect that the potential commercial break 
audience will be smaller than the audience of the program 
in which 1t airs (indicated by adjustment factors less than 1), 
we observe that approximately 4% of commercial breaks 





have ratings that exceed the program ratings (adjustment 
factors greater than 1) Such commercial breaks may occur 
early in programs that display strong audience build, and 
some advertisers benefit from this effect We also observe 
considerable variation in the adjustment factors, with values 
less than 80 reflecting more than a 20% difference from the 
program rating The average adjustment factor across all 
commercial breaks was 90, reflecting approximately twice 
as much ad avoidance as Danaher (1995) reports We also 
observe slight variation across networks (average for ABC = 
91, CBS = 92, CW = 88, FOX = 89, NBC = 90) How- 
ever, these differences may be influenced by variation 1n the 
adjustment factors across programs Revisiting the programs 
with high ratings reported previously, we observe that some 
had higher-than-average adjustment factors (Grey’s 
Anatomy = 93, and CSI Crime Scene Investigation = 93), 
while others did not maintain as much of their tuning audi- 
ence during commercial breaks (Samantha Who? = 87, and 
The Bachelor = 87) 

To highlight the importance of considering both pro- 
gram popularity and the change in audience levels during 
commercial breaks, we provide a comparison of average 
half-hour program ratings and commercial break ratings for 
selected programs Although Hell’s Kitchen (3 92% pro- 
gram rating, 3 10% commercial break rating) draws a larger 
program audience than Survivor China (3 11% program 
rating, 2 78% commercial break rating), the gap between 
measures of the set-top boxes tuned to their commercial 
breaks is considerably smaller While Hell’s Kitchen draws 
a larger average program audience than CSI Crime Scene 
Investigation (3 65% program rating, 335% commercial 
break rating), more set-top boxes are tuned to the commer- 
cial breaks dunng CSZ As we discuss subsequently, such 
reversals (when program appeal 1s based on commercial 
versus program ratings) offer opportunities to advertisers 
and are relevant to networks To systematically examine the 
relationship between program and potential commercial 
break audiences, as well as the drivers of each, we next 
detail our modeling framework 


FIGURE 4 
Distribution of Commercial Break Adjustment Factors 
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Model Development 


We first describe a model for the program rating 1n a half- 
hour period We then describe a model for the commercial 
break adjustment factor 


Program Rating Model 


We begin with a model of the program audience rating in a 
half-hour period on each of the five networks On each day 
d, we observe six half-hour measures of ratings from 8 PM 
to 11 PM (which we denote by the subscript t) for channel 
c, which we denote as Ra, Because Ry, 1s a fraction of set- 
top boxes, we model the rating Rat as follows 


ef atc 


te 7 5 


c'a] 


(1) Ri 
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where A indicates the attractiveness of the program airing 
on channel c during half-hour t on day d The fraction of set- 
top boxes not tuned to one of the five networks that we con- 
sider (1€ , “the outside good") 1s then given by the following 
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From Equations 1 and 2, we can express Agt as follows 
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To understand the factors that affect program attractive- 
ness, we incorporate a set of descriptive variables (Xato) to 
explain the observed variation in the program rating and to 
permit correlation among observations with common traits 
In addition, programs may have an unobservable X-factor 
that makes them more attractive For example, while Amert- 
can Idol and The Next Great American Band are both real- 
ity programs that aired on FOX, American Idol 1s a stronger 
show that dominates the nights on which it airs To link 
both observed and unobserved factors to Aq. (and, thus, 
Rate)» we model Ag, as follows 


(4) Adr = Opa) Xác X B + 654, and 


(5) Aate = Ras + Edt 


where œp 1s a weekday-by-half-hour intercept to reflect dif- 
ferent levels in the appeal of network television program- 
ming, 6, 1s a program-specific random effect, and Eat 1s an 
error term that follows a multivariate normal distribution 
with mean 0 and covariance matrix X 4 Thus, at its core, our 
program rating model 1s a multivariate regression with ran- 


4A ate 18 the log of the ratio of two fractions Because this hes in 
the interval (ce, o»), we assume a multivariate normal distribution 
for the error term 


dom effects, which can be replicated with ease and used 
with any set of program characteristics X (e g , a program’s 
target demographic) 


Observed Ad Avoidance During Commercial 
Breaks 


Given the objective of reaching the audtence during com- 
mercial breaks, media planners must understand the amount 
by which the commercial break audience differs from the 
program audience While some researchers have suggested 
that a fairly constant fraction of the audience tunes away 
during commercial breaks (eg, Steinberg and Hampp 
2007), others find greater variation (e g , Danaher 1995) To 
examine the effects of program and commercial break char- 
acteristics on the extent of observed ad avoidance, as well 
as a program's X-factor with respect to ad avoidance, we 
model an adjustment factor that allows for variation across 
programs and within a single episode 

Let Bate denote the average commercial break rating 
during the jth commercial break on channel c 1n half-hour t 
on day d If the premise of a constant level of ad avoidance 
holds, the ratio Bdt/Rate would be constant, modulo ran- 
dom error Allowing for variation from commercial break to 
commercial break would indicate the following 


B 
(6) (ot =Y t ac 


dtc 


where (jac 18 the zero-centered normal error and exp(-y + 
Pidtc) reflects the extent of ad avoidance Larger values of y 
correspond to a larger difference between the program and 
the commercial break ratings (1 e , 1ncreased ad avoidance) 
To examine the effects of observable and unobservable 
characteristics on ad avoidance, as an alternative to Equation 
6, we consider an adjustment factor given by the following ? 
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where K captures the effects of program and commercial 
break characteristics and y, 1s a show-specific random 
effect 

Live program and commercial break tuning audience 
metrics are relevant to marketers and networks For exam- 
ple, program ratings can inform product placement deci- 
sions, but they may offer limited insight into the size of the 
audience that has the opportunity to see commercial breaks 
Some shows do not attract as large a program audience as 
others, which may make them less appealing for product 
placement However, if they maintain a larger fraction of 
the program audience during commercial breaks, these pro- 
grams may be bargains for advertisers Conversely, more 


5We considered adding a weekday-by-half-hour intercept in 
Equation 8, analogous to & ın Equation 4 We did not find sub- 
stantial variation 1n the values of this 1ntercept or any differences 
in our substantive findings Therefore, we present the more parsi- 
monious model that omuts this term 
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popular programs may be potential “lemons” if the audi- 
ence size more sharply declines during commeicials By 
examining the effects of observed program characteristics 
(1e, genre and network) and show-specific X-factors on 
both program popularity (through B) and the extent of ad 
avoidance (through K), we can identify the characteristics 
related to such patterns © 

These results offer practical implications for advertisers 
and networks Advertisers relying on program ratings, as 1s 
the case ın local markets, may discover that they are not 
reaching their gross-rating-point targets because of the 
extent to which certain shows experience ad avoidance 
They may also attempt to 1dentify programs that represent 
potential bargains On the other side of the advertising mar- 
ket, networks require an understanding of the popularity of 
programs and the ad avoidance they experience 1f relatively 
popular programs experience considerable ad avoidance, 
the use of commercial ratings may compel networks to 
offer “make goods" Networks may also find that other 
programs are underpriced if they experience lower levels of 
ad avoidance than would be anticipated from the show's 
characteristics 

We employ a hierarchical Bayesian approach to esti- 
mate the model presented in Equations 1-8 Uninformative 
normal priors are assumed for the vectors of fixed effects 
(a, D, and x) and an 1nverse-Wishart prior 1s assumed for X 
We assume that 6, ~ N(0, Oshow*) and that y, ~ N(0, 
Opreak^). With uninformative inverse-gamma prior distribu- 
tions for Opreak and Ogpow / We estimate a series of models, 


6Our intention in discussing potential “bargains” and “lemons,” 
based on measures of the tuning audiences during programs and 
commercial breaks, 1s to caution against relying solely on program 
audience measures Advertisers may select programs according to 
the target demographic, which may lead them to prefer programs 
that we term “lemons” We discuss how our approach can be 
extended to incorporate demographics 1n the "Conclusion" section 
7We considered a model in which the impact of show-specific 
effects on program attractiveness (05) and on the commercial 
break adjustment factor (y,) were correlated and drawn from a 
multivariate normal distribution. We did not find support for this 
model and therefore assume that 5, and y, are drawn from inde- 
pendent normal distributions 


detailed 1n the next section, using WinBUGS (http //www 
mrc-bsu cam ac uk/bugs/), freely available software that 
draws from the marginal posterior distributions of the 
parameters of interest using Markov chain. Monte Carlo 
(MCMC) We ran three independent chains for 25,000 itera- 
tions, discarding the first 10,000 iterations of each chain as 
a burn-in We assessed convergence both visually and using 
Gelman and Rubin’s (1992) F-test 


Empirical Analysis 

We estimated a series of models to determine the specifica- 
tion for which we would present detailed results and 
demonstrate the applicability of our framework We varied 
the inclusion of show-specific random effects (6, and yp) 
and the inclusion of commercial break characteristics 
(length, concurrent commercial breaks, and proximity to the 
half hour or hour), which resulted in four model specifica- 
tions We compare these models using the deviance informa- 
tion criterion (DIC), a likelihood-based measure that penal- 
1zes more complex models (Spiegelhalter et al 2002) and in 
which smaller values of DIC indicate a better-performing 
model In the absence of show-specific random effects, the 
model that includes commercial break characteristics 
(Model 1, DIC = —33,814) provides a superior fit to the 
model that lacks them (Model 2, DIC = —33,188) We 
Observe a similar pattern comparing the models with show- 
specific random effects, with the model including commer- 
cial break characteristics (Model 3, DIC = -41,481) per- 
forming better than the model without commercial break 
characteristics (Model 4, DIC = —40,884) Next, we discuss 
the results of Model 3 To understand the implications of 
ignoring the show-specific random effects, we provide a 
comparison of these results with those that would be 
reached under Model 1 


Model Results 


In Table 1, we present the weekday-by-half-hour intercepts 
(O, from Equation 4) for the program rating model that 
incorporates show-specific random effects We observe a 
fair amount of variation across weekdays and half-hour 
periods Of note, we tend to observe lower intercepts from 


TABLE 1 
Half-Hour Program Rating Intercepts for Model 3 
Monday Tuesday Wednesday Thursday Friday 
8 00—8 30 —3 64 -3 67 —3 76 —3 63 -3 93 
(-3 76, -3 50) (~3 79, -3 53) (-3 89, —3 63) (-3 76, —3 50) (—4 05, -3 80) 
8 30-9 00 —3 57 —3 60 —3 67 —3 56 —3 89 
(-3 69, —3 43) (~3 72, —3 46) (-3 80, ~3 54) (~3 69, —3 42) (-4 01, -3 75) 
9 00-9 30 -3 63 -3 62 —3 63 -3 43 -3 91 
(-3 76, -3 50) (-3 74, —3 48) (-3 76, ~3 50) (-3 56, —3 29) (-4 03, -3 77) 
9 30-10 00 -3 54 -3 61 -3 60 -3 41 -3 90 
(-3 66, -3 40) (-3 73, —3 48) (-3 72, -3 46) (-3 54, -3 27) (~4 02, -3 76) 
10 00-10 30 -3 74 -3 62 -3 65 -3 65 -3 92 
(-3 86, —3 6) (-3 75, —3 48) (-3 77, -3 51) (-3 78, -3 51) (-4 04, -3 78) 
10 30—11 00 -3 80 -3 70 -3 71 -3 74 ~3 94 
(-3 92, -3 66) (-3 82, —3 56) (-3 84, -3 57) (-3 87, -3 60) (-4 06, ~3 80) 


Notes The table presents the posterior means and 9596 highest posterior density intervals from the 15,000 draws of three independent MCMC 


chains 
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10 PM to 11 PM, as well as on Fridays, reflecting a dimin- 
ished appeal of network television at these times This 
seems logical because there may be less tuning to television 
later ın the evening and on Friday nights 

Next, we consider how programmung characteristics 
affect program ratings and the commercial break adjust- 
ment factors 1n Table 2 For comparative purposes, we also 
present estimates for the effects of programming character- 
istics that would be reached when show-specific random 
effects are ignored (Model 1) 

We observe variation across networks with regard to 
program ratings and the adjustment factors In interpreting 
the effect on program ratings, these parameters reflect the 
increased populanty of programs on the network compared 
with ABC The baseline popularity of ABC programming 1s 
reflected 1n the intercepts 1n Table 1 We observe that CW, 
FOX, and NBC tend to have lower-rated programs than 
ABC, murroring our exploratory analysis Notably, when we 
incorporate show-specific random effects, comparing Model 


1 with Model 3, we do not observe a difference between the 
baseline popularity of ABC and CBS programming 

Turning our attention to tbe coefficients for the adjust- 
ment factors, we again observe variation across the net- 
works In particular, CW tends to experience more ad 
avoidance than the other four networks, 1n addition to draw- 
ing a smaller program tuning audience Advertisers should 
consider this "double whammy" when purchasing advertis- 
ing time Although measures of the program audience (still 
used 1n local markets) will reflect the lower average rating 
of the programs, they will not provide information about the 
larger audience declines during commercial breaks 

As we expected, programming during the WGA strike 
and repeat episodes are less attractive and thus should result 
in lower ratings Note that the effect of the period after the 
WGA strike has a larger coefficient (in magnitude) than the 
period during the strike, resulting 1n a larger decline in rat- 
ings As the positive interaction terms in the rating models 
reflect, the adverse effect of repeat episodes diminished 


TABLE 2 
Model Parameters 


Program Rating Parameters (B) 





Adjustment Factor Parameters (x) 





Variable Model 1 Model 3 Model 1 Model 3 
ABC — — 07* 07* 
( 07, 08) (06, 08) 
CBS | p T3 | 07* 07* 
| (07, 14) (— 02, 27) (07, 08) (05, 07) 
CW — 87* — 93* 11 11* 
(— 91, — 83) (-112, - 71) (10, 12) (10, 13) 
FOX 5 09* 09* 
(09, 10) (08, 10) 
NBC 09* 08* 
( 08, 09) ( 07, 09) 
WWGA = 2 (during strike) — 01* — 01 
(— 01, —01) (- 02, — 01) 
WGA = 3 (after strike) — 00 — 00 
(- 00, 00) (- 00, 00) 
REPEAT —0 — 01* 
(— 01, ~ 00) (— 02, — 00) 
REPEAT x (WGA - 2) -0 00 
(- 01, 00) (- 01, 01) 
REPEAT x (WGA = 3) 00 00 
(— 01, 01) (— 01, 01) 
GENRE = 1 (drama) — 02* — 02* 
(— 03, — 02) (- 03, — 01) 
GENRE = 2 (reality television) 01* 02* 
( 05, 15) (01, 02) (01, 04) 
GENRE = 3 (sitcom) — 19* = — 0 
(— 25, - 14) (- 02, — 01) (- 02, 01) 
GENRE = 4 (news) — 09* —01* 00 
(— 14, — 04) 
GENRE - 5 (game show) ~ 01 01 00 01 
(— 07, 04) (-27, 27) (— 01, 00) (— 01, 03) 
LENGTH (minute) NA NA 01* 01* 
(01, 01) (01, 01) 
CONCUHR NA NA — 003" — 003” 
(— 004, — 002) (— 004, — 002) 
HALFHOUR NA NA 005* 005* 
( 002, 007) (003, 007) 


Notes The table presents the posterior means and 95% highest posterior density (HPD) intervals from the 15,000 draws of three independent 
MCMC chains We denote parameters for which the 95% HPD interval does not contain 0 with an asterisk (*) The shaded cells indicate 
parameters for which O is contained in the interval under Model 3 but not under Model 1 N A - not applicable 
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during the WGA strike Although the WGA strike and 
repeat episodes ytelded lower program ratings, we observe 
that these factors are also associated with reduced ad avoid- 
ance We hesitate to draw conclusions about the enduring 
effects of the WGA strike because we cannot disentangle 
this result from seasonality However, further research could 
examine this 1ssue using multiple years of data 

Next, we turn our attention to the effects of program 
genre We find that only dramas are expected to be more 
popular than the "other" genre This ıs somewhat surprising 
in light of our exploratory analysis, which revealed several 
drama and reality television programs with high program 
ratings, but this 1s explained by examining the genre effects 
when show-specific random effects are 1gnored (under 
Model 1) In the absence of show-specific random effects, 
we observe that reality television 1s more popular than the 
"other" genre, while sitcoms and news programs are less 
popular Thus, the omission of show-specific random 
effects affects our inferences regarding differences that exist 
in the popularity of different programming genres While 
dramas tend to draw larger live tuning audiences, the 
remaining genres do not differ in this regard Rather, as we 
explore 1n greater detail, differences in programs’ X-factors 
explain the variation 1n program ratings we observe 

Next, we examine the impact of program genre on the 
adjustment factors to determine whether more popular gen- 
res also maintain more of the tuning audience during com- 
mercial breaks In addition to being expected to have a 
higher program rating, dramas also experience less ad 
avoidance than the "other" genre This 1s consistent with 
previous research (e g, Danaher 1995) We also find that 
the reality television genre differs from the “other” genre 
and experiences more ad avoidance Comparing the results 
from Models 1 and 3, we again observe the effects of 1gnor- 
ing unobserved differences across programs Although 
Model 1 would lead us to believe that sitcoms and news pro- 
gramming experience less ad avoidance, these differences 
are not significant after we incorporate programs’ X-factors 

To provide a more intuitive interpretation of the 
observed differences 1n ad avoidance between dramas and 
reality television programs, we calculated the ratio of the 
adjustment factor for an “average” drama (assuming Wp = 0) 
to the adjustment factor for an “average” reality television 
program on the same network We calculate this ratio at 
each iteration of the MCMC sampler and then compute the 
average across iterations (e g , Rossi and Allenby 2003) A 
comparison of a drama and a reality television program 
with the same program rating shows that the drama 1s 
expected to have a commercial break audience that 1s 4 2% 
larger than the reality program 

Examining the impact of characteristics that vary across 
commercial breaks within the same episode, we observe 
that the extent of the audience decline diminishes as the 
number of concurrent commercial breaks increases Though 
significant, this difference 1s fairly small When we com- 
pare a commercial break with concurrent advertisements on 
two other networks with a commercial break with concur- 
rent advertisements on four other networks, the difference 
in the commercial break rating 1s expected to be just. 55% 
An explanation for this finding ts that viewers will not see 
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programming on other channels, making channel switching 
less appealing We also find that longer commercial breaks 
are associated with a larger decline 1n the commercial break 
audience This ıs expected because longer breaks provide 
more opportunities to change the channel without missing 
programming Although long breaks may allow networks to 
air more commercials, they may reach a smaller audience, a 
four-minute commercial break 1s expected to lose 13% 
more of the program rating than a three-minute commercial 
break Commercial breaks that occur near the half-hour 
block tend to exhibit slightly more ad avoidance, which 
may be attributable to viewers tuning away to other pro- 
grams or turning off the set-top boxes 

To understand the role of show-specific random effects, 
we examine their significance 1n the program ratings model 
(öp) and the adjustment factor model (yy) Of the 227 pro- 
grams that aired during our observation period, 114 had a 
significant effect for program rating model, and 53 had a 
significant effect for the adjustment factor model Further- 
more, 3] programs had significant show-specific effects for 
both model components The results reveal that American 
Idol has a higher program rating than 1s expected from its 
program characteristics and experiences less ad avoidance, 
both of which contribute to increased commercial break rat- 
ings In contrast, Big Brother 8 attracts a smaller program 
audience than 1s expected and experiences more ad avoid- 
ance, leading to lower commercial break ratings 

While these two programs illustrate the show-specific 
effects 5, and wy complementing each other, we also 
observe programs that have opposing effects, resulting 1n 
potential bargains and lemons For example, NASCAR in 
Primetime and Aliens in America have negative posterior 
mean coefficients 1n the program rating and the adjustment 
factor models Although these programs draw smaller audi- 
ences than others with shared characteristics, they are 
expected to experience less ad avoidance and may be 
appealing to some media buyers Conversely, programs 
such as Hell's Kitchen, Pussycat Dolls Present Girlicious, 
and Malcolm in the Middle have higher-than-expected pro- 
gram attractiveness but experience more ad avoidance 
Advertisers should give pause when considering such pro- 
grams because the larger program audiences may not signal 
similarly high levels of opportunities to see commercial 
breaks 

In Figure 5, Panel A, we illustrate the distribution of the 
posterior means of à for programs for which the 95% high- 
est posterior density interval does not contain O0 Among the 
programs with the lowest significant values of 6, are 
NASCAR in Primetime and Nashville, while the programs 
The Moment of Truth, Dancing with the Stars, and American 
Idol have the largest values Compared with the largest genre 
effect (a posterior mean of 17 for dramas, see Table 2), all 
the programs with estimates of 6, that significantly differ 
from 0 have posterior means that are greater 1n magnitude 

In Figure 5, Panel B, we illustrate the distribution of 
values of W, the show-specific random effect in the adjust- 
ment factor model Comparing the values of y, that are sig- 
nificantly different from 0 with the posterior means of the 
genre effects in the adjustment factor model, we observe 


FIGURE 5 
Distribution of Significant Show-Specific Random 
Effects 
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that 46 of the 53 shows have posterior means of y, that are 
greater in magnitude Thus, 1n both the program ratings and 
the adjustment factor models, the show-specific random 
effects can outweigh the effects of genre 

To examine programs' X-factors for program popularity 
and ad avoidance together, we illustrate the show-specific 
random effects for programs for which 6, and y, signifi- 
cantly differ from 0 ın Figure 6 For ease of interpretation, 
we present the posterior mean of exp(y,), which can be 
interpreted as the percentage increase or reduction in ad 
avoidance relative to an “average” program of the same 
genre and that airs on the same network 

The programs depicted in the upper-left quadrant of 
Figure 6 are expected to have lower program ratings than 
their observable characteristics would suggest and experi- 
ence more ad avoidance Conversely, programs in the 
lower-right quadrant will have higher program ratings than 
expected and experience less ad avoidance 

Consider the remaining two quadrants of Figure 6 The 
lower-left quadrant shows programs that draw smaller audi- 
ences than would be expected but also experience less ad 
avoidance As such, these programs may represent potential 
bargains for advertisers, particularly if pricing 1s based on 
program ratings, because 1t enables advertisers to "spend a 
little less money and get a lot more delivery" (Birchall and 
Edgecliffe-Johnson 2009, p 20) The programs depicted ın 
the upper-right quadrant are the mirror 1mage—though 
more popular than the network and genre would lead us to 
expect, they experience more ad avoidance For such pro- 
grams, advertisers need to exercise caution ın relying on 
program ratings because more of the program audience will 
be lost during commercial breaks In some cases, this will 


FIGURE 6 
Show-Specific Random Effects Significant in Both Program Rating and Adjustment Factor Models 
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result in a difference ın the tuning audience size of more 
than 5% These results are also of interest to networks, 
which must consider both program populanty and ad avoid- 
ance in pricing advertising 

To further highlight the 1mportance of incorporating 
show-specific random effects in our program ratings and ad 
avoidance models, we calculated the mean absolute error 
(MAE) 1n program and commercial break ratings under 
Models 1 and 3 Although they incorporate the same 
observed program characteristics, the inclusion of show- 
specific random effects reduced the MAE of program rat- 
ings from 70% to 32% The inclusion of show-specific 
random effects also reduced the MAE of commercial rat- 
ings from 62% to 29% 


Scenario Analysis 


To illustrate the differences between program and commer- 
cial break measures, we use our model results to compare 
the expected program and the commercial break ratings for 
a hypothetical scenario As our focal program, we use a pro- 
gram on FOX that airs Tuesday at 9 00 PM For this illustra- 
tion, we assume that a reality television program aired on 
CBS, a drama aired on NBC, and sitcoms aired on ABC and 
CW We consider three program genres (drama, reality tele- 
vision, and sitcom), whether the commercial break appears 
within two minutes of a half hour, two commercial break 
lengths (two minutes versus four minutes), and two levels 
of concurrent commercial breaks (commercial breaks on two 
versus four other networks) This results 1n 24 profiles, for 
which we calculate program and commercial break ratings 


At each iteration of the MCMC sampler, we draw val- 
ues for 6, and y, Using these values and the parameter 
estimates for o, D, and x at each iteration, we calculate the 
program ratings and the adjustment factor The program and 
commercial break ratings, averaged across the iterations, 
appear 1n Table 3 

Consistent with Table 2, we observe reduced ad avoid- 
ance 1n commercial breaks that are shorter and aired at the 
same time as more commercial breaks on other networks 
Comparing the expected commercial break ratings with the 
expected program ratings, we observe differences in the 
range of 8 8%-11 2% for dramas, 12 596—15 2% for reality 
television, and 10 596—12 8% for sitcoms, based on the 
characteristics of the commercial breaks Although dramas 
and reality television programs are expected to have approx- 
1mately the same program ratings, because of differences 1n 
the extent of ad avoidance, dramas are expected to have 
higher commercial break ratings In addition to the differ- 
ences that exist across genres, media planners should be 
aware of the variation 1n commercial break ratings attribut- 
able to differences 1n commercial break characteristics 

As this scenario analysis highlights, the difference 
between program and commercial break ratings 1s not con- 
stant but rather depends on program and commercial break 
characteristics, 1n addition to show-specific X-factors As a 
result, the extent to which program ratings—the audience 
measures still used for advertising 1n Jocal markets—over- 
state the audience potentially reached during commercial 
breaks will differ from program to program and, to a lesser 
extent, may even vary within an episode Similarly, this 
reveals the limitations of inferring the size of the program 


TABLE 3 
Comparison of Programs Versus Commercial Break Audiences 
Program Break Near Break Concurrent Commercial 
Genre Rating Half Hour? Length Breaks Break Rating 
Drama 2 1396 Yes 2 minutes 2 1 9396 
Yes 2 minutes 4 1 9596 
Yes 4 minutes 2 188% 
Yes 4 minutes 4 189% 
No 2 minutes 2 194% 
No 2 minutes 4 196% 
No 4 minutes 2 1 89% 
No 4 minutes 4 190% 
Reality television 2 1296 Yes 2 minutes 2 1 8496 
Yes 2 minutes 4 1 85% 
Yes 4 minutes 2 1 7996 
Yes 4 minutes 4 1 8096 
No 2 minutes 2 1 8596 
No 2 minutes 4 1 86% 
No 4 minutes 2 1 8096 
No 4 minutes 4 181% 
Sitcom 1 68% Yes 2 minutes 2 1 5096 
Yes 2 minutes 4 1 5196 
Yes 4 minutes 2 1 4696 
Yes 4 minutes 4 147% 
No 2 minutes 2 151% 
No 2 minutes 4 152% 
No 4 minutes 2 147% 
No 4 minutes 4 148% 
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audience, useful for selecting programs for product place- 
ment, from measures of the commercial break audience 


Conclusions and Future Directions 


This research makes 1mportant advances to the growing 
body of research on program appeal and viewers' opportu- 
nity to see commercials The research extends previous 
work in two key ways First, rather than study television 
program appeal or ad avoidance separately, we stmultane- 
ously examine program and commercial tuning Second, we 
incorporate longitudinal data from a full season of prime- 
time network television, which 1s a longer tıme frame than 
has typically been employed in prior research With. the 
long time frame and the inclusion of multiple airings of 
each program, we model show-specific effects and thus 
extend previous analyses that have examined program genre 
effects Doing so reveals that many programs display signifi- 
cantly different program appeal and ad avoidance than their 
observable characteristics would suggest As such, mar- 
keters engaging in product placements and traditional 
advertising may be able to find bargains (1e, to get a 
greater delivery per ad dollar spent) through careful analy- 
sis and scrutiny of tuning activity for particular programs 
The results highlight the importance of show-specific 
effects relative to program genre effects, and these findings 
may be of use to networks when making programming 
decisions Overall, the results demonstrate the value of 
increasingly available set-top box tuning for researchers and 
practitioners 

Although measures based on program ratings have been 
used to make advertising decisions, we observe a wide 
range in the extent of a program's live tuning audience that 
is lost during its commercial breaks Given the variation 
that exists across programs 1n terms of ad avoidance, pro- 
gram and commercial break ratings each offer value to mar- 
keters Although summary commercial ratings are being 
employed at the national level, because of differences 1n ad 
avoidance across programs, these measures are less appro- 
priate for gauging the size of audience that can be reached 
by branded entertainment and product placements, which 
program ratings can 1nform 

For local markets, 1n which program ratings continue to 
be used as the basis for advertising, our analysis demon- 
strates how granular tuning data can provide advertisers 
with show-specific measures of ad avoidance Such metrics 
can give advertisers insight into the size of the audience 
with an opportunity to see their commercials rather than the 
opportunity to see the program 1n which the advertisements 
are placed, thus improving advertisers’ media planning pre- 
cision and enabling them to better negotiate advertising 
rates Some marketers have products that are not sold 
nationwide (e g , large regional banks, supermarket chains) 
Other brands vary in sales potential across local markets 
because of differences ın the appeal of the product (eg, 
four-wheel drive Subarus have traditionally sold better in 
smaller northern and western markets) or variance in 
retailer support (e g, consumer product brands gain and 
lose sales in particular markets because of pricing, display, 
and relationship issues with dominant local supermarket 


chains) These marketers require 1nformation on program 
appeal and ad avoidance levels for specific local markets 
Such information may be used to shift ad spending from 
national umbrella budgets to the local "spot" advertising 
markets with the greatest sales potential 

In addition to the value the findings provide to advertis- 
ers and media planners, networks may also benefit from a 
Joint understanding of program ratings and ad avoidance 
Programs that fail to draw sufficient audiences and/or 
experience high levels of ad avoidance may disappoint ad 
buyers and may compel networks to provide costly “make 
goods" to marketers Our analysis shows that programs that 
are more popular than expected for their genre may expen- 
ence higher or lower levels of ad avoidance than anticipated 
for the genre, thus limiting the use of program ratings as a 
proxy for commercial break ratings, and vice versa Net- 
works can use show-specific measures of expected ad 
avoidance to price advertising and product placements 
approprately Doing so would enable networks to reduce 
the number of times that opportunities to see advertisements 
or programs are underestimated, thus decreasing the num- 
ber of times they undercharge marketers and reducing the 
number of times they would need to deliver "make goods" 
because advertisers were overcharged relative to the tuning 
audience delivered 

With program-specific measures of ad avoidance, net- 
works can also identify commercial breaks that perform 
worse than would be expected By identifying advertise- 
ments that are associated with more ad avoidance than 
anticipated, networks can consider different pod-placement 
or pricing strategies for advertisements When pod- 
placement policies allow, 1t may be 1n a network's interest 
to slot such commercials later 1n breaks to minimize audi- 
ence loss or to consider differential pricing (e g , Wilbur, 
Goeree, and Ridder 2009) Marketers can also use such 
information in developing ad creatives 

The addition of show-specific random effects to models 
of program ratings and ad avoidance affects conclusions 
regarding the differences that exist across program genres 
Previous studies have found that program popularity and the 
extent of ad avoidance are both related to program genre 
However, incorporating show-specific random effects into 
our analysis of these two aspects of tuning reveals that sev- 
eral of these differences are not significant That 1s, 1t 1s not 
so much program genres that vary in popularity and ad 
avoidance but rather specific programs As such, the useful- 
ness of genre as a proxy for the extent of show appeal and 
ad avoidance may be more limited than prior research has 
suggested While the model omitting show-specific random 
effects would lead us to believe that sitcoms draw smaller 
audiences and reality television programs draw larger audi- 
ences, these generalizations do not hold after we allow for 
unobserved differences across shows This finding has 
implications for networks because it may affect their pro- 
grammung decisions as a result of differences in the cost of 
producing programs of different genres Knowledge of the 
impact of genre effects on program appeal and ad avoidance 
can also inform advertisers’ decisions to place advertising 
in new programs from different genres during the critical 
up-front market (e g , Steinberg 2009) 
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Several areas remain open for further research In addi- 
tion to providing audience measures for local markets, set- 
top box tuning data may allow for the detailed study of pro- 
gram appeal and ad avoidance for small, niche cable 
channels As marketers face the challenge of dividing their 
budget among national advertising and advertising in local 
markets, our approach could be generalized to allow for dif- 
ferences that are observed across multiple metropolitan 
areas Such a hierarchical model could also be used to gain 
insight into how program appeal and ad avoidance vary 
across demographic groups With tuning data that incorpo- 


rate DVR usage, a similar modeling approach could be 
employed to study how ad skipping affects the size of the 
potential audience for advertisements in various programs 
over message-relevant periods (Neff 2009, Wilbur 2008a) 
By using both program and commercial break ratings, net- 
works and advertisers can identify program elements and 
commercial characteristics that maximize viewers’ opportu- 
nities to see product placement and commercials Networks 
can also examine the effects of the order and assortment of 
commercials (e g , Schweidel, Bradlow, and Williams 2005) 
in a break on ad avoidance to minimize audience loss 
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Karen M. Stilley, J. Jeffrey Inman, & Kirk L. Wakefield 


Spending on the Fly: Mental 
Budgets, Promotions, and Spending 
Behavior 


Recent research has suggested that consumers have in-store slack for grocery trips—that ts, they leave room in 
their mental budgets to make unplanned purchases Drawing on this work, this article examines how the impact of 
promotions depends on whether the shopper still has in-store slack remaining in his or her mental budget 
Specifically, the authors evaluate how the effect of promotional savings for both planned and unplanned items on 
spending varies as a function of whether the item is purchased before or after the shopper's in-store slack is 
depleted In addition, they examine how these relationships vary depending on income To achieve these goals, the 
authors conducted a field study in which respondents used a handheld scanner to record the order of purchases 
The results suggest that savings on planned items lead to stockpiling by higher-income shoppers when the savings 
occur before the in-store slack has been depleted but lead to increased purchase of unplanned items when they 
occur after in-store slack is depleted The results also show that promotions on unplanned grocery items generate 
incremental spending at the basket level, which increases with income but only when the item is purchased after 
the in-store slack is exceeded The authors discuss implications for shopper marketing strategies 


Keywords mental budgets, promotions, shopper marketing, in-store decision making, unplanned purchases 


anufacturers and retailers are 1ncreasingly focusing simply serve to redirect which items consumers purchase? 
M on the importance of in-store decision making While Blattberg, Briesch, and Fox (1995) indicate that 1t 1s 
Recently, Procter & Gamble coined the phrase the an empirical generalization that temporary promotions 
"first moment of truth" to describe the first three to seven increase sales of the promoted 1tem, less attention has been 
seconds when a consumer sees a product on the shelf The paid to the basket-level 1mpact To our knowledge, studies 
importance that Procter & Gamble puts on 1n-store decision on the store- or basket-level 1mpact of promotions have pri- 
making ıs demonstrated by 1ts appointment of a "Director marily been conducted outside the grocery domain (1e, 
of First Moment of Truth" and a supporting department A1lawadi et al 2006, Lam et al 2001, Mulhern and Padgett 
Other manufacturers and retailers are also increasingly 1995) A notable exception 1s Walters and MacKenzie 
investing in in-store decision making, as evinced by the pro- (1988), who conclude that in-store price promotions do not 
jected growth rate of 21% for in-store marketing through influence overall store sales or profit Given these limited 
2010 (Neff 2007) Furthermore, there are a growing number findings, this article provides further insight into the basket- 
of joint promotions between marketers and retailers (Speth- level 1mpact of promotions, which 1s an important topic for 
mann 2005) retailers because of their investment 1n joint promotions 
For first moment of truth to be of such interest, con- Research on promotions has incorporated various per- 
sumers need to be making a substantial number of decisions spectives from behavioral decision theory, such as transac- 
at the point of purchase An encouraging statistic in this tion utility (1e, Grewal, Monroe, and Krishnan 1998, 
regard 1s that shoppers make the majority of their decisions Lichtenstein, Netemeyer, and Burton 1990, Thaler 1985), 
in the store Specifically, only 30% of purchases are pre- reference prices (1e, Kalyanaram and Winer 1995, Winer 
planned down to the brand level, and a surprising 59% are 1986), and loss aversion (Hardie, Johnson, and Fader 1993), 
totally unplanned before a consumer enters the store (Inman but there is a dearth of research that considers the role of 
and Winer 1998) However, does shopper marketing actu- mental budgeting While economists have traditionally 
ally generate incremental sales at the basket level, or does 1t assumed that money 1s fungible, research has shown that 


consumers use a form of mental budgeting in which they 
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assigned to be spent on any particular product before the 
shopping trip begins Instead, the funds remain available for 
in-store decisions—that 1s, consumers leave room 1n their 
trip budgets to make unplanned purchases 

Given these recent developments, the goal of this article 
1s to determine whether the impact of promotions depends 
on whether the shopper still has 1n-store slack remaining in 
his or her mental budget Specifically, we argue that the 
effect of promotional savings on spending varies depending 
on whether the item 1s purchased before or after the shop- 
per's in-store slack 1s depleted In addition, we predict that 
these relationships vary depending on income To test our 
theses, we report the results of a field study 1n which we 
examine the relationship between promotional savings and 
spending The respondents used a handheld scanner to 
record the order of purchases, which enables us to assess 
which items were purchased before and after the in-store 
slack was depleted 

This article makes at least three unportant contributions 
First, we find that the nature of the spending increase asso- 
ciated with savings on planned items depends on whether 
the consumer still has in-store slack remaining Specifically, 
we find that savings on planned items are positively related 
to spending on planned :tems while there 1s 1n-store slack 
remaining but positively related to spending on unplanned 
items after the in-store slack 1s exhausted In doing so, we 
qualify the findings of Heilman, Nakamoto, and Rao (2002) 
by showing that savings on planned items only increases 
spending on unplanned items after in-store slack 1s 
depleted Second, we show that promotions on unplanned 
grocery items generate incremental spending at the basket 
level (which differs from Walters and Mackenzie 1988) but 
only when the item 1s purchased after the in-store slack 1s 
exceeded This suggests that though some promotions can 
be effective in encouraging incremental unplanned pur- 
chases, savings from other promotions are simply absorbed 
into the in-store slack Third, in contrast to previous 
research (Bell, Chiang, and Padmanabhan 1999, Neslin, 
Henderson, and Quelch 1985), we find that the tendency to 
stockpile depends on income when the savings occur before 
1n-store slack 1s depleted These findings have 1mplications 
for the placement of promotions 1n the store trip path (Hui, 
Fader, and Bradlow 2009) and the nature of promoted 
items 

We organize the remainder of this article as follows We 
review the literature to develop our hypotheses regarding 
spending on planned and unplanned items Then, we pre- 
sent the model and the results using a field study of more 
than 300 respondents After presenting the main results, we 
conduct additional analysis to assess the implications of 
mental budget uncertainty We close with a discussion of 
managerial implications 


Background and Hypotheses 


In contrast to the assumption that money 1s fungible, 
empirical evidence demonstrates that many consumers use 
a system of mental budgeting in which they allocate money 
to different mental accounts (e g , food, entertainment) and 
try to resist further spending 1n that category after the bud- 


get 1s depleted (Heath and Soll 1996, Thaler 1985) To help 
themselves stay within overall spending limits, consumers 
use mental budgets to facilitate rational trade-offs between 
competing funds as a self-control device (Thaler 1999, 
Thaler and Shefrin 1981) Furthermore, Prelec and Loewen- 
stein (1998) argue that consumers can use mental budgets 
as a way of mentally “prepaying” to reduce mental costs at 
the time of purchase 

Sulley, Inman, and Wakefield (2010) take the idea of 
mental budgets further by demonstrating that consumers 
have mental budgets for grocery shopping trips and by 
showing that mental budgets include room for unplanned 
purchases Although not all consumers have explicit gro- 
cery budgets, shoppers have experience with the amount 
they spend on typical trips because grocery shopping pat- 
terns tend to display a weekly cycle (Kahn and Schmittlein 
1989) These past spending levels serve as a basis for the 
shopper's future spending expectations, as they do 1n many 
organizations’ budgeting processes (Cyert and March 1963, 
Wildawsky 1964) 

A shopper anticipates the occurrence of unplanned pur- 
chases 1n his or her overall spending expectation for at least 
two major reasons First, the routine nature of grocery shop- 
ping means that a shopper 1s aware that in-store stimuli will 
trigger forgotten needs (Bettman 1979, Lynch and Srull 
1982) Second, a shopper has experience that he or she will 
get new 1deas while 1n the store (Inman, Winer, and Ferraro 
2009, Iyer 1989, Stern 1962) or that he or she may make 
impulse purchases Drawing on this research, Stilley, 
Inman, and Wakefield (2010) introduce the 1dea that the trip 
mental budget consists of both an itemized portion and ın- 
store slack They define the 1temized portion of the mental 
budget as the amount of money that 1s allocated to be spent 
on items that are planned at either the category or the brand 
level (e g , cereal or Cheertos) They define in-store slack as 
the portion of the mental budget that 1s not assigned to be 
spent on any particular product or category before the shop- 
ping trip begins Instead, the funds remain available for ın- 
store decisions Stilley, Inman, and Wakefield (2010) find 
that the average shopper in their field study had in-store 
slack of $17 35 but only exceeded the average total mental 
budget of $58 46 by $ 47 In addition, they collected free 
response data in which more than half the respondents with 
in-store slack indicated that the money was for “unplanned 
wants,” while approximately 40% indicated that the money 
was for “forgotten needs” They did not find a significant 
difference in the amount of slack or budget deviation 
between the forgotten needs and the unplanned wants 
groups 

We argue that the amount of in-store slack remaining at 
a given point during the shopping trip has important impli- 
cations regarding the impact of promotional savings We 
first present H, and H5, which pertain to savings on planned 
items, and then we present H3, which pertains to savings on 
unplanned items Finally, we present H4 and Hs, which 
make predictions regarding the moderating role of income 
Figure 1 provides an overview of our hypotheses 
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FIGURE 1 
Overview of Hypotheses 
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Savings on Planned Items 


We first consider the impact of savings on planned items on 
spending on planned items and on spending on unplanned 
items We define a planned item as an item planned to at 
least the category level (1e, the customer intends to buy 
cereal) Drawing on the literature, 1n Table 1, we summarize 
the four potential outcomes that can occur Savings on 
planned items could have a negative relationship to 
planned-item spending (buy planned brand and pocket the 
savings), no relationship (switch up to a higher-tier brand 
with same net price), or a positive relationship (stockpile) 
Although behavior varies across consumers, we expect that 
the net effect will be an increase in spending on planned 
1tems because of the consistent empirical support for stock- 
piling and brand switching (Bell, Chiang, and Padmanab- 
han 1999) Savings on planned items can also 1ncrease pur- 
chases of unplanned items (Heilman, Nakamoto, and Rao 
2002) because the savings may be perceived as a windfall 





gain and therefore are more readily spent than even current 
income (ie, Arkes et al 1994) Notably, Heilman, 
Nakamoto, and Rao (2002) find that 1n addition to making 
more unplanned purchases, shoppers who received a 
coupon for a planned item sometimes purchase an increased 
quantity of the couponed item. The coupon led to both an 
increase ın unplanned purchases and an increase in pur- 
chase quantity of the planned item (1 e , stockpiling), 1ndi- 
cating that more information 1s needed on factors that 1nflu- 
ence the choice of 1tems that consumers use the savings to 
purchase 

We argue that 1t is important to consider that most con- 
sumers anticipate the occurrence of unplanned purchases 
and incorporate these expectations into their mental budgets 
for the trip through in-store slack (Stilley, Inman, and 
Wakefield 2010) As with psychological windfalls, con- 
sumers should have a high marginal propensity to purchase 
unplanned items with their in-store slack because the men- 
tal account 1s intended for this purpose Therefore, we argue 
that whether or not the shopper has 1n-store slack remaining 
will influence the degree to which promotional savings on 
planned items are perceived as a windfall Consequently, we 
predict that people who currently have in-store slack 
remaining (and therefore already have the ability to make 
unplanned purchases without exceeding their mental bud- 
get) will be less sensitive to the psychological windfall 
associated with savings on planned items 

Our predictions qualify the findings from previous 
research by distinguishing between savings on planned 
items selected before the in-store slack 1s depleted and 
those selected after the in-store slack 1s depleted ! When 
in-store slack remains, the shopper will have less motiva- 
tion to use the perceived windfall from the planned-item 
savings to justify the purchase of unplanned items There- 


IBefore testing our hypotheses, we first demonstrate that pars- 
ing the savings into before and after the slack 1s depleted increases 
the variance explained by the model 


TABLE 1 
Insights from Promotions Literature 


Potential Outcomes of 
Savings on a Planned Item 


Buy item at discounted price 
for a decrease in spending 
on planned items 


Switch to discounted higher- 
tier brand with no change 
In spending on planned 
Items 


Increased spending on 
planned items because of 
stockpiling 


Increased spending on 
unplanned items because 


of a perceived windfall Rao 2002) 


Insights from Literature 


eDiscounts on planned purchases may function as a reward for current customers without 
increasing sales (Taylor and Long-Tolbert 2002) 

«Promotions to customers already planning to purchase decrease overall revenue for 
product/service (Matosian 1982) 


ePromotions can entice consumers to switch brands (i e , Bell, Chiang, and Padmanabhan 
1999, Blattberg and Neslin 1993, Gupta 1988) 

*Higher-tier brands tend to draw more from low-tier brands than the reverse (i e , Blattberg and 
Wisinewski 1999, Heath et al 2000, Kumar and Leone 1998) 


ePromotions can encourage stockpiling (Chintagunta 1993, Heilman, Nakamoto, and Rao 
2002, Nis et al 2001, Pauwels, Hanssens, and Siddarth 2002) 

eStockpiling when items are discounted is an effective heuristic to minimize costs (Dellaert, 
Golounov, and Prabhu 2005) 


*À surprise coupon on a planned item increases unplanned-item spending because savings 
are perceived as a windfail gain and generate a positive mood (Heilman, Nakamoto, and 


*Windfall gains are more readily spent than even current income (ie , Arkes et al 1994) 
eA positive mood leads to increased purchases (i e , Donovan et al 1994) 
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fore, the funds are available to purchase additional quanti- 
ties of planned items As a result, we predict that there will 
be a positive relationship between savings on planned items 
before the slack ıs depleted and planned-1tem spending 
(stockpiling) In contrast, shoppers who have already 
depleted their slack are likely to seize the opportunity to 
make unplanned purchases instead of the more practical 
choice of stockpiling planned items In summary, we posit 
that there will be a positive relationship between savings on 
planned items after the in-store slack 1s depleted and spend- 
ing on unplanned purchases 


H, There is a positive relationship between planned-item sav- 
ings and spending on planned items when the savings are 
realized before the in-store slack 1s depleted However, 
this relationship does not manifest after the in-store slack 
1s depleted 

H, There is a positive relationship between planned-item sav- 
ings and spending on unplanned items when the savings 
are realized after the in-store slack 1s depleted However, 
this relationship does not manifest before the in-store 
slack 1s depleted 


Savings on Unplanned Items 


Previously, it has been assumed that offering an item at a 
discount may spur shoppers to make unplanned purchases 
(e g , Bucklin and Lattin 1991, Cobb and Hoyer 1986, Kahn 
and Schmittlein 1992, Lam et al 2001, Stern 1962) The 
associated inference 1s that the unplanned purchase repre- 
sents spending that is incremental to what would have 
occurred on the shopping trip 1n lieu of the promotion 
However, we again argue that ıt 1s important to consider 
whether the promotional savings occur before or after the 
in-store slack 1s depleted As a result, we predict a differen- 
tia] 1mpact of sales promotions that occur before the ın- 
store slack 1s depleted and those that occur after the 1n-store 
slack 1s depleted (as we did for savings on planned items) 
Because the shopper 1s mentally prepared to spend the 
money allocated to 1n-store slack on unplanned items dur- 
ing the current trip, we argue that a sales promotion encoun- 
tered before the in-store slack 1s depleted may simply serve 
to redirect which items or how many items the shopper pur- 
chases with the in-store slack For example, imagine that 
Janice plans to spend a total of $75 on her shopping trip, 
with $30 of this amount being 1n-store slack Therefore, we 
would predict that Janice will spend approximately $30 on 
unplanned items In Scenario A, Janice does not encounter 
any specials, so she buys 10 unplanned items at the average 
normal cost of $3 00 In Scenario B, Janice encounters an 
in-store special in which an item normally priced at $3 50 1s 
offered for $3 O0 Janice decides to purchase this unplanned 
item on promotion, but she does not purchase one of the 
other unplanned 1tems (offered at the normal price of $3 00) 
that she would have in Scenario A In Scenario C, Janice 
encounters several in-store specials on items that she did 
not plan to purchase In this situation, Janice buys 12 
unplanned items at an average cost of $2 50 In all three 
scenarios, Janice spends $30 dollars on unplanned pur- 
chases As this example illustrates, we predict that, on aver- 
age, there 1s no relationship between savings on unplanned 


items before the 1n-store slack 1s depleted and unplanned- 
item spending 

Although shoppers may attempt to restrain spending 
after their mental budget ıs depleted (Heath and Soll 1996), 
this 1s not to say that consumers never exceed their mental 
budgets Shoppers may ultimately exceed their mental bud- 
gets 1f they experience a self-control failure (1e , Muraven 
and Baumeister 2000), or they may manipulate their mental 
budgets to justify decisions (Cheema and Soman 2006) For 
example, a consumer could justify exceeding a mental bud- 
get if a good price on an item warrants borrowing from a 
future trip budget Therefore, we expect that promotional 
savings may tempt people to purchase unplanned items 
after they exceed their in-store slack In this case, savings 
on unplanned items would be positively related to 
unplanned-item spending because the purchase would be 
incremental Thus, we expect that there 1s a positive rela- 
tionship between savings on unplanned items after the 
in-store slack 1s depleted and unplanned-item spending 


H4 There is a positive relationship between unplanned-item 
savings after 1n-store slack 1s exceeded and unplanned- 
item spending However, this relationship does not manı- 
fest for unplanned-item savings before the in-store slack 1s 
depleted 


Moderating Effect of income 


H,-H4 predict that the impact of savings depends on 
whether the savings are realized before or after the 1n-store 
slack 1s depleted However, these relationships may also 
vary across levels of household income For example, H; 
predicts that a positive relationship between savings on 
planned items and planned-1tem spending will occur if the 
consumer 1s enticed to stockpile the promoted 1tem When 
considering the potential for stockpiling, however, it 1s 
important to note that a mental budgeting perspective sug- 
gests that shoppers’ ability to stockpile can be constrained 
by their mental budget This 1s especially true for lower- 
income shoppers, for whom budgets tend to be more bind- 
ing (Thaler 1999) Higher-income households are more able 
to exceed their mental budgets because they can more easily 
dip into the larger amounts they have allocated to other dis- 
cretionary accounts, such as eating out (Lee and Brown 
1986), consumer durables (Mueller 1963), and savings 
(Dynan, Skinner, and Zeldes 2004) Because of more flexi- 
ble budget constraints, we expect that higher-income house- 
holds will be more likely to take advantage of the promo- 
tion by exceeding their budgets and _ stockpiling 
Conversely, lower-income households can take the opportu- 
nity to switch up to a higher-tier brand Ge, Blattberg and 
Wisinewski 1999, Heath et al 2002, Kumar and Leone 
1998) while still staying within their mental budget Thus 


H, Before depletion of in-store slack, the impact of planned- 
item savings on planned-item spending is greater for 
higher-income households because of their greater likeli- 
hood of stockpiling 


It 1s less clear whether income will have the same mod- 
erating impact on the relationship between savings on 
planned items after the slack 1s depleted and unplanned- 
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item spending (H5) According to Heilman, Nakamoto, 
and Rao (2002), the effect of planned-item savings on 
unplanned-item spending 1s due to the mood effects associ- 
ated with a psychological windfall Although higher-1ncome 
households can spend more because they are less con- 
strained by their budgets, ıt 1s likely that they will be less 
excited about the windfall associated with the savings on 
planned items Therefore, we do not formally hypothesize 
that income moderates the relationship between planned- 
item savings after slack 1s depleted and unplanned-item 
spending, but we empirically investigate the relationship 

H; predicts that unplanned-item savings after shoppers 
exceed their slack could entice increased spending 1f shop- 
pers justify transferring funds from another budget cate- 
gory, borrow from a future budget period, or simply suc- 
cumb to impulse Because higher-income shoppers have 
more discretionary funds (Lee and Brown 1986, Mueller 
1963), 1t 1s easier for them to justify exceeding their mental 
budget If consumers are acting purely on impulse without 
regard for their mental budgets, income should not play a 
moderating role Conversely, 1f consumers try to exert self- 
control to adhere to their budgets, higher-income shoppers 
will have less motivation to do so and therefore will be 
more likely to spend more Thus 


H; The higher the household income, the greater ıs the 
impact of unplanned-item savings after the in-store slack 
is depleted on unplanned-item spending 


Study 


To test our hypotheses, we conducted a field study 1n which 
400 customers were systematically intercepted as they 
entered two grocery stores located 1n a southwestern U S 
city We selected every tenth shopper or one every five min- 
utes, whichever came first Respondents were offered a $10 
incentive that they received at the end of the trip (for future 
use to mitigate a windfall effect) Before they entered the 
store, respondents were first asked what 1tems they planned 
to purchase and to 1ndicate the purchase quantity of each 
item They were then asked to estimate how much they 
intended to spend ın total and to estimate the cost of the 
items they planned to purchase (1e , the itemized portion of 
the mental budget) This approach enables us to measure 
the respondents’ 1n-store slack by subtracting the 1temized 
portion from the total they planned to spend Although pre- 
vious research has demonstrated that this research format 
does not affect the amount that shoppers spend (Kollat and 
Willett 1967, Stilley, Inman, and Wakefield 2010), to be 
conservative, we assessed whether the survey methodology 
influenced spending Specifically, we compared each shop- 
per’s spending on the survey trip with his or her spending 
on similar trips using data from the chain’s frequent-shopper 
program To facilitate relevant comparisons, we compared 
the survey trip with the average amount spent on trips of the 
same type (major versus fill-in) during the preceding six- 
month period Following Kahn and Schmittlein (1989, 
1992), we characterized a trip as a major trip or a fill-in trip 
on the basis of each shopper's spending distribution. Ade- 
quate data were available for 297 respondents For this set 
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of respondents, the results of this analysis indicate that there 
is not a statistically significant difference between the 
amount spent on the day of the survey (M = $70 21) and the 
preceding six-month mean (M = $67 95, F = 1 70, p > 10) 

After respondents completed the 1nitial questions, they 
were provided with a handheld scanner gun and instructed 
how to scan the bar code of each item as they placed it in 
their carts or baskets This methodology enables us to 
record the order of purchases and, therefore, to determine 
which items were purchased before and after the in-store 
slack was exceeded A pretest (N = 73) indicated that use of 
the scanner did not have a significant 1mpact on the amount 
spent (t= 32, p> 10) After the respondents checked out, 
they returned to the interviewer, who then downloaded the 
scanner gun information Respondents completed an exit 
interview, which contained questions such as demographics 
Finally, the 1nterviewer made a copy of each respondent's 
receipt so that we had a record of the 1tems purchased, 
amount spent, and price of each item purchased Respon- 
dents also provided their frequent-shopper card numbers, 
which enabled us to access their shopping histories 


Sample 


Of the 400 respondents, 83 had missing responses, missing 
receipts, or incomplete scanner files, which left 317 respon- 
dents available for analysis (78% were women) The aver- 
age household size was 2 96 people Next, we describe the 
measures used for each construct Table 2 provides the dis- 
tribution of household 1ncome 


Measures 


Itemized budget (ITZ) After reporting the items they 
planned to purchase, respondents estimated how much they 
expected to spend on their list of planned 1tems 


In-store slack (ISS) We calculated this measure by sub- 
tracting the itemized portion from the total respondents 
planned to spend 


Number in household (HH) Respondents indicated the 
number of people 1n their household 


Income (INC) During the exit interview, respondents 
indicated their annual household income To increase the 
response to such a personally sensitive question, respon- 
dents were provided with seven choices <$20,000, 
$20,000—$39,999, $40,000-$59,999, $60,000-$79,999, 
$80,000—$99,999, $100,000-$119,999, and $120,000+ 
Using this approach, we received a 9796 response rate for 
the 1ncome question We then created a continuous 1ncome 


TABLE 2 
Income Distribution 


Household Income Level Percentage of Sample 


Less than $20,000 186 
$20,000-$39,999 22 4 
$40,000—-$59,999 224 
$60,000-$79,999 136 
$80,000—$99,999 10 1 
$100,000-$119,999 5 1 

$120,000+ 79 


variable by taking the midpoint for each of the income 
categories 


Spending on planned items (SPEND. P) After respon- 
dents checked out, interviewers photocopied their receipts 
The net sales price of all planned items was summed for 
each shopper 


Spending on unplanned items (SPEND_UP) Any items 
that had not been listed in the initial interview were coded 
as unplanned items The net sales price of all unplanned 
items was summed for each shopper 


Savings on planned items before in-store slack depleted 
(SPB) Frequent-shopper data were used to determine 
which items were purchased at a promotional savings 
Specifically, the purchase price of each item was compared 
with the price of the same 1tem from the prior week Previ- 
ous research has indicated that a consumer's reference price 
1s best represented as a range (Kalyanaram and Little 1994) 
and, therefore, that a price reduction needs to be of signifi- 
cant magnitude before the consumer perceives it as a deal 
(Monroe and Lee 1999, Vanhuele and Drezé 2002) 
Because our focus 1s on promotions that the shopper would 
recognize as a deal, we classify an 1tem as being on promo- 
tion only if the purchase price was at least 10% less than the 
prior price (see Alba et al [1999], who suggest indifference 
for discounts less than 1096 on grocery 1tems) We then cal- 
culated savings per item by subtracting the difference 
between the present purchase price and the prior price 

We sorted all items in the order of purchase on the basis 
of the handheld scanner records We then calculated a 
cumulative variable to represent the amount of unplanned- 
item spending that occurred when each 1tem was selected If 
the cumulative variable had not yet exceeded the shopper's 
in-store slack when the promoted item was selected, we 
classified the savings as occurring before the in-store slack 
was depleted The variable, savings on planned items before 
the 1n-store slack was depleted (SPB), represents the sum of 
all such purchases by the respondent 


Savings on planned items after in-store slack depleted 
(SPA) We calculated this measure as we did for SPB, 
except that 1t represents the sum of all the savings that the 
respondent realized on planned items that were purchased 
after depleting his or her 1n-store slack 


Savings on unplanned items before in-store slack 
depleted (SUB) We calculated savings for each unplanned 
item as we did for savings for each planned 1tem Again, the 
items were classified as being selected before or after the 
shopper’s 1n-store slack was depleted The variable, savings 
on unplanned items before in-store slack depleted (SUB), 
represents the sum of all savings on unplanned items 
selected by a shopper before depleting his or her in-store 
slack 


Savings on unplanned items after in-store slack depleted 
(SUA) We calculated this measure as we did for SUB, 
except that it is the sum of all the savings on unplanned 
items that were selected after the shopper depleted his or 
her in-store slack 


Amount spent on extra planned items (EXTRA, PLAN) 
During the initial interview, respondents were asked to list 
all the 1tems they planned to buy, including intended pur- 
chase quantity for each 1tem We used respondents’ receipts 
to identify whether the actual purchase quantity exceeded 
the intended purchase quantity If so, we coded these items 
as extra planned 1tems We summed the total amount spent 
on extra planned items for each respondent 


Model 


To test our hypotheses, we specify a series of regression 
equations with the dependent variables of planned-item 
spending and unplanned-item spending 2 Because the error 
terms (£,, €2) may be correlated with each other, we employ 
seemingly unrelated regression, which produces more effi- 
cient coefficients than traditional least squares estimation 
techniques (Johnston and DiNardo 1997, Zellner 1962) 


(1)  SPEND P = f + D,ITZ + B.SPB + BSPA 
+ B,HH + BINC + Bg(SPB x INC) 
+ Bo(SPA x INC) + £ 


(2) SPEND_UP = Ay + MISS + ASPB + A,SPA + ASUB 
+ AsSUA + AgHH + MINC 
+ Ag(SPB x INC) + Ag(SPA x INC) 
+ Aio(SUB x INC) + 44,(SUA x INC) + & 


Results 


Descriptive results One key premise of this article is 
that shoppers have in-store slack ın their mental budgets, as 
Stilley, Inman, and Wakefield (2010) demonstrate That 1s, 
we expect that consumers leave room in their trip budgets to 
make unplanned purchases Therefore, we first examine the 
degree to which this holds 1n our sample As Table 3, Panel 
A, shows, the average total trip budget 1s $6645 Of this 
amount, $46 08 1s accounted for by planned items at the 
product or brand level (1e , the itemized portion). Therefore, 
the average amount of in-store slack is the remaining $20 37 
($66 45 — $46 08) ? Furthermore, 1n support of our mental 
budgeting framework, we find that the average shopper 
exceeded his or her total mental budget only by 596 (actual 
spend of $69 84 versus planned spend of $66 45) Table 3, 
Panel B, provides the correlation between our measures, 
and Panel C describes the number and type of promotions 


Base model Our hypotheses are also based on the 
assumption that the 1mpact of promotional savings varies 
depending on whether the savings occur before or after the 
shopper's slack 1s depleted To first assess this overall 
assumption, we compare our proposed model with a base 


2We assessed whether the residuals followed a normal distribu- 
tion using normal q-q plots and did not find significant departures 
from normality for the residuals from either Equation 1 or 
Equation 2 

3As with any consumer behavior, there 1s heterogeneity with 
regard to the practice of having slack Of the respondents 1n the 
study, 27% (N = 87) had no slack, with an additional 6 respon- 
dents having less than $5 slack Rerunning the analysis without 
these shoppers yields the same pattern of results 
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TABLE 3 
Study Summary Statistics 
A: Average Mental Budgets and Spending 

M (SD) 

Total Trip Budget $66 45 
(49 09) 

Itemized budget $46 08 
(33 56) 

In-store slack $20 37 
(28 72) 

Total Amount Spent $69 84 
(49 22) 

Amount spent on planned purchases $35 25 
(25 24) 

Amount spent on unplanned purchases $34 59 
(34 35) 


B. Correlation Matrixa 


1 2 3 4 5 6 7 
1 Itemized budget 1 00 





2 In-store slack 24 100 

3 Income 29 20 100 

4 SPB 12 15 05 100 

5 SPA 24 —-14 01 311 100 

6 SUB 17 44 10 23 -05 100 

7 SUA 09 —13 —-04 -O3 20 -06 100 


C: Percentage of Items Bought on Promotion? 


Position of Savings Planned Unplanned 


Relative to Slack Items Items 
Before slack depleted 31 6% 24 296 
After slack depleted 22 5% 21 896 


@All correlations greater (less) than x 11 are significant at p < 05 


N = 317 
DN = 522 items on promotions, which represents 5 33% of the total 
number of items purchased 


model The base model includes all the variables and inter- 
actions specified in Equations 1 and 2, except that no dis- 
tinction is made between before and after in-store slack 1s 
depleted (1e, we sum planned-1tem savings before and 
after slack 1s exceeded and sum unplanned-item savings 
before and after slack 1s exceeded) The results of the base 


model appear ın Table 4 Incremental F-tests indicate that 
the proposed model explains significantly more variance 
than the base model for both the dependent variables of 
planned-item spending (F(2, 309) = 483, p « 01) and 
unplanned-item spending (F(4, 305) = 8 03, p « 01) This 
supports our thesis that 1t 1s useful to distinguish between 
savings before and after the shopper's slack 1s depleted 
Thus, although there 1s likely to be some heterogeneity in 
shoppers' price awareness and attentiveness to their 1n-store 
slack, this test suggests that, on average, shoppers pay 
attention to their slack 


Proposed model The results of the analysis appear in 
Table 5 Consistent with Stilley, Inman, and Wakefield 
(2010), there is a positive, statistically significant relation- 
ship between the itemized budget and planned-item spend- 
ing (B; = 61, p < 01) and between the in-store slack and 
unplanned-item spending (A, = 92, p < 01) We now pre- 
sent the results that test our hypotheses 

H; predicts that there will be a positive relationship 
between planned-item savings and spending on planned 
items only when the savings are realized before the shop- 
per's 1n-store slack 1s depleted Consistent with this hypoth- 
esis, we find a significant, positive relationship between 
planned-item savings before slack depletion and planned- 
item spending (f, = 463, p < 01) but no relationship 
between planned-item savings after slack depletion and 
planned-item spending (B4 = -1 17, p > 10) That ıs, each 
dollar saved on planned items purchased before the 1n-store 
slack ıs spent leads to an additional $4 63 ın planned-item 
spending In the next section, we test our hypothesis that 
this 1s driven by stockpiling (H4) 

For unplanned-item spending, we find the pattern of 
results predicted in H, Specifically, there is no relationship 
between planned-item savings before slack depletion and 
unplanned-item spending (A, = —2 55, p > 10) but a signifi- 
cant, positive relationship between planned-item savings 
after slack depletion and unplanned-item spending (A; = 
10 03, p « 01) This suggests that savings on planned items 
are absorbed into the in-store slack if the slack has not 
already been depleted After the in-store slack has been 
spent, each dollar saved on planned items generates a $10 
average additional spend on unplanned items Although the 


TABLE 4 
Base Model Results 


Spending on Planned Items 


Spending on Unplanned Items 





Parameter Estimate t-Value Parameter Estimate t-Value 

Intercept 6 46*** 4 48 15 05*** 8 88 
Itemized budget (ITZ) 61*** 23 14 — — 
In-store slack (ISS) — — g3*** 17 69 
Savings on planned items (SP) 1 20* 1 89 3 18* —1 94 
Savings on unplanned items (SU) — — 2 28** 2 31 
Household size (HH) 79 1 41 99 1 13 
Income (INC) - 03 —1 09 08** 197 
SP x INC 09*** 2 95 — 03 - 55 
SU x INC — — 02 81 
*p « 10 

**p « 05 

TD « 01 
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TABLE 5 
Model Results 





Equation 1: Equation 2: 
Spending on Planned items Spending on Unplanned Items 
Parameter Estimate t-Value Parameter Estimate t-Value 

Intercept 6 29** 4 36 13 17** 7 89 
Itemized budget (ITZ) 61** 23 17 ne fas 
In-store slack (ISS) — — 92** 18 90 
Savıngs on planned tems 

before slack depleted (SPB) 4 63** 3 03 -2 55 —1 06 
Savings on planned items 

after slack depleted (SPA) ~1 17 — 69 10 03** 3 97 
Savings on unplanned items 

before slack depleted (SUB) — — ~ 06 — 04 
Savings on unplanned items 

after slack depleted (SUA) — — 5 94** 4 10 
Household size (HH) 81 1 46 1 01 1 19 
Income (INC) - 03 —1 11 06 151 
SPB x INC 08** 2 01 — 03 — 56 
SPA x INC 08 142 03 37 
SUB x INC — — 02 48 
SUA x INC — — 09* 225 
*p « 05 
**p « 01 


magnitude of this result may seem unusually large, 1t 1s 1n 
line with the $7 68 increase per $1 00 coupon that Heilman, 
Nakamoto, and Rao (2002) found Although our result 
appears larger, Heilman, Nakamoto, and Rao do not con- 
sider 1n-store slack Therefore, their results are most likely 
tempered by savings on planned items that occurred before 
the shopper's 1n-store slack was depleted (which we find 
has no 1mpact on unplanned-item spending) 

In summary, when savings on planned items are real- 
ized before the slack 1s depleted, 1t appears that those sav- 
ings are solely used to increase planned-item spending As 
we test subsequently, this result 1s consistent with a stock- 
piling explanation Notably, there is no associated decrease 
in unplanned-item spending, which suggests that the money 
used to stockpile planned items is not deducted from the 
in-store slack In contrast, when savings on planned items 
are realized after the slack 1s depleted, the savings are used 
to purchase unplanned items, which is consistent with a 
psychological windfall effect explanation (Arkes et al 
1994, O’Curry and Strahilevitz 2001) These results both 
generalize and qualify Heilman, Nakamoto, and Rao’s 
(2002) findings Heilman, Nakamoto, and Rao focus exclu- 
sively on in-store coupons for planned items, while our 
results generalize the findings to savings on planned items 
in general Furthermore, we provide evidence that the wind- 
fall effects occur only after the shopper’s in-store slack has 
been depleted 

H3 predicts that savings on unplanned items will 
increase unplanned-item spending only when those savings 
occur after the slack 1s depleted We also find support for 
this hypothesis Savings before slack was depleted did not 
have a significant impact on unplanned-item spending (Aq = 
— 06, p > 10), but savings on unplanned items after the 
slack was depleted had a positive relationship with 
unplanned-item spending (A; = 5 94, p < 01) This finding 


suggests that for every dollar saved on unplanned items 
after the in-store slack 1s depleted, unplanned-1item spend- 
ing increases by $5 94 on average Notably, this increase in 
unplanned spending ts significantly less than the increase of 
$10 03 associated with savings on planned items after the 
slack 1s exceeded (F = 9 46, p « 01) These findings have 
important implications They suggest that attractive promo- 
trons for products encountered later in the trip spur 
unplanned spending, while promotions on unplanned items 
encountered early 1n the trip only serve to direct the use of 
the shopper's in-store slack Although we do not have 
access to cost data, the finding that promotions on 
unplanned items before the slack ıs depleted simply are 
absorbed into slack suggests that, given the discount, retail- 
ers’ profits are most negatively affected by promotions on 
unplanned items early 1n the typical trip path 


Income results Income does not exhibit a main effect 
on either planned-item spending (Bs = —03, p > 10) or 
unplanned-item spending (ày = 06, p > 10) However, 
income 1s positively correlated with the 1temized portion of 
the budget (p = 29, p < 01), the amount of slack (p = 20, 
p < 01), and the total amount spent (p = 29, p < 01) 
Therefore, on average, the greater amount spent by higher- 
income shoppers ıs already accounted for in their mental 
budgets However, we argue that certain promotions can 
entice shoppers to increase spending beyond their mental 
budgets and that these reactions depend on 1ncome 

H4 predicts that the relationship between planned-item 
savings before slack depletion and planned-item spending 
will be stronger as household income increases Consistent 
with this hypothesis, we find that the positive effect of 
planned-item savings before slack depletion on planned- 
item spending (B^ = 4 63, p < 01) 1s qualified by a positive, 
significant interaction between income and planned-item 
savings before slack depletion (Bg = 08, p « 05) To further 
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explore the significant interaction between planned-item 
savings before slack depletion and 1ncome, we follow the 
post hoc probing procedure that Aiken and West (1991) rec- 
ommend Specifically, we first calculate high and low 
income levels by adding or subtracting the standard devia- 
tion from the mean We then conduct simple slope analysis, 
which examines the relationship between planned-item sav- 
ings before slack depletion and planned-item spending at 
these different income levels When income ıs low (M — 1 
SD = $17,000), the slope 1s 1 75 (4 63 — 08 x 36), which 1s 
not significantly different from O (p > 10) This result 1s 
consistent with the 1dea that a sales promotion on a planned 
item encourages consumers to switch up to a higher-tier 
brand that they can buy at the same net price (1 e , Blattberg 
and Wisniewski 1991, Heath et al 2000, Kumar and Leone 
1988) In contrast, when income 1s high ($89,000), the 
slope increases to 7 51 (4 63 + 08 x 36) This suggests that 
for every dollar saved on planned items, high-income shop- 
pers spend $7 51 more on planned items This finding 1s 
consistent with our argument that promotional savings can 
drive increased purchase quantities of the promoted items 
(1e, stockpiling) but that this effect 1s greater for higher- 
income shoppers because they are less constrained by their 
budgets 

We then conducted additional analysis to provide evi- 
dence that while lower-income households were buying 
higher-tier brands than they otherwise would have, higher- 
income households were stockpiling We conducted a 
mixed model m which the dependent variable was the natu- 
ral log of the original price of the goods and the indepen- 
dent variables were income, a dummy variable that equaled 
1 if the product was on promotion and 0 if otherwise, and 
the two-way interaction between income and the promotion 
variable 4 The results indicate that there was a significant 
effect of income (B = 0016, p « 01), promotion (B = 08, 
p « 05), and the two-way interaction between income and 
promotion (B = —0035, p < 01) Using Aiken and West's 
(1991) procedure detailed previously, we conducted addi- 
tional tests that indicated that for low-income households, 
the original price of items bought on promotion 1s higher 
than for items not on promotion (B = 20, p « 01) However, 
for high-1ncome households, there 1s not a significant differ- 
ence from the original prices associated with promotions 
(B =— 05, p> 10) This is consistent with our argument that 
a promotion 1s more likely to encourage lower-income 
households to switch to a higher-tier brand 

Next, we performed mediational analyses (Baron and 
Kenny 1986) to empirically test whether stockpiling medi- 
ates the interaction between savings on planned items 
before slack depletion and income We summarize the 
results of the mediation in Figure 2 As we indicated previ- 
ously, there 1s a significant main effect of planned-item sav- 
ings before slack depletion (B = 4 63, p < 01) and a signifi- 
cant interaction of planned-item savings before slack 
depletion and income (B = 08, p < 05) for the dependent 
variable of planned-1tem spending There 1s also a signifi- 


4We calculated original price by adding the savings to the 
sales price We then log-transformed the variable to normalize the 
distribution 
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cant main effect of planned-item savings before slack 
depletion (B = 3 29, p « 01) and a significant interaction of 
planned-item savings before slack depletion and income 
(B = 04, p < 05) on the mediating variable of spending on 
extra quantities of planned 1tems We then included spend- 
ing on extra quantities of planned items (the proposed 
mediator) as a predictor of planned-item spending Impor- 
tantly, this model indicates that spending on extra quantities 
of planned items 1s a significant predictor (B = 109, p < 
01), but both the matin effect of planned-item savings 
before slack depletion (D = 77, p > 10) and its interaction 
with income (B = 05, p > 10) become nonsignificant The 
Sobel’s Z confirms that the mediation by spending on extra 
quantities of planned items 1s significant (Z = 2 26, p « 05) 
These results indicate that promotional savings on planned 
items lead to stockpiling of planned items, but the effect 1s 
obtained only for households with above-average income 

In support of Hs, we find a positive, significant interac- 
tion between income and unplanned-item savings after the 
slack 1s exceeded on unplanned-item spending (A,; = 09, 
p « 05) To further explore this interaction, we again follow 
the post hoc probing procedure that Aiken and West (1991) 
recommend When income 1s low (M — 1 SD = $17,000), 
the slope 1s 2 70 (5 94 — 09 x 36), which 1s only marginally 
greater than 0 (p « 10) This means that for low-income 
shoppers, there 1s only directional evidence that savings on 
unplanned items can entice them to make an additional pur- 
chase after slack 1s exceeded In contrast, when income 1s 
high ($89,000), the slope increases to 9 18 (594 + 09 x 
36), indicating that these shoppers spend $9 18 for every 
dollar saved This suggests that higher-income households 
are more easily enticed to exceed their mental budgets and 
buy more unplanned items because their budgets are less 
constraining 

In addition to the hypothesized interactions, we 
included interactions between all the other savings variables 
and income None of these other interactions were signifi- 
cant (all p > 10) Two of the null results are particularly 
notable First, we did not find evidence that income moder- 


FIGURE 2 
Results of Mediation 
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ates the relationship between planned-item savings after 
slack depletion and unplanned-item spending posited in H3 
(A, = 03, p > 10), which indicates that the magnitude of 
this 1ncrease 1n unplanned-item spending does not vary sig- 
nificantly with income As we discussed previously, there 
may be two conflicting forces operating here On the one 
hand, in general, budgets are less constraining for higher- 
income households (Thaler 1999), on the other hand, 
higher-income households are less likely to be as suscepti- 
ble to the windfall effect associated with savings on planned 
items (Heilman, Nakamoto, and Rao 2002) Second, there 
is not a significant interaction between income and 
unplanned-item savings before slack 1s depleted and 
unplanned-1tem spending (A49 = — 03, p > 10), which 1ndi- 
cates that savings on unplanned items are simply absorbed 
into the slack regardless of income 


Additional Analysis: Mental Budget Uncertainty 


Although the average shopper stays close to his or her 
mental budget, 1t may be important to consider that people 
vary in the degree of uncertainty about spending expecta- 
tions for a given trip One approach would be to have the 
respondents directly estimate their uncertainty, but people 
tend to have difficulty calibrating confidence judgments 
(1e , Fischer, Luce, and Jia 2000, Lichenstein, Fischoff, and 
Phillips 1982) Therefore, we estimate each respondent's 
mental budget uncertainty using variability in trip size 
based on the frequent-shopper data from the six months 
preceding the survey To account for the notion that shop- 
pers make different types of grocery trips (Kahn and 
Schmittlein. 1989, 1992), we first classify each shopping 
trip as either a major trip or a fill-in trip depending on 
whether the amount spent on each trip 1s above or below the 
midpoint of the shopper’s spending distribution > For our 
measure of budget uncertainty, we then calculate the coeffi- 
cient of variation (SD/M) for trips that match the shopper’s 
trip type on the day of the survey For example, if a respon- 
dent was on a major trip on the day of the survey, his or her 
budget uncertainty 1s the coefficient of variation of the 
amount spent on major trips over the last six months 

We then reestimate Equations 1 and 2 using weighted 
least squares regression 1n which the weight 1s the recipro- 
cal of the budget uncertainty This approach places greater 
weight on observations with greater budget certainty 6 The 
results of this weighted analysis mirror the unweighted 
results 1n Table 5 with one exception. The two-way interac- 
tion between savings on unplanned items after in-store 


5Because we screened for shoppers who were picking up more 
than just "a couple items,” we eliminated any comparison shop- 
ping trips with a basket size of less than $1000 We also removed 
pharmacy and gasoline purchases from the spending distribution 
because they would not be relevant to respondents' grocery spend- 
ing expectations 

St might be expected that larger variation (more uncertainty) 1s 
associated with a larger slack However, the coefficient of varia- 
tion 1s only marginally correlated with slack (p = 11, p < 10) 
This supports the notion that shoppers have adopted the use of 
slack as a routine approach for allowing for unplanned purchases 
while sticking to a budget and that 1t does not necessarily mean 
that they have uncertainty regarding the amount they will spend 


slack depleted and income becomes only marginally signifi- 
cant (b = 08, p < 10) instead of significant at the 05 level 
as ıt was ın the unweighted model (b = 09, p < 05) A 
potential explanation 1s that budget certainty 1s related to 
income, however, there 1s not a significant correlation 
between budget certainty and 1ncome (p » 10) Instead, the 
results suggest that higher-income households with low 
budget certainty are partially driving the interaction 
between savings and income The intuition. here 1s clear 
Shoppers with greater budget certainty are more likely to 
resist making additional purchases after they exceed their 
budget 


Discussion 


While a significant body of research has examined the 
impact of promotions on brand choice within a category 
(1e, Bell, Chiang, and Padmanabhan 1999, Blattberg and 
Neslin 1993, Gupta 1988, Narasimhan, Neslin, and Sen 
1996), less attention has been paid to the basket-level 
1mpact of promotional savings, a topic of particular interest 
to retailers Using a field study, we address this gap 1n the 
hterature and show that the 1mpact of savings depends on 
whether they occur before or after the shopper's in-store 
slack 1s depleted and on item type (planned or unplanned) 
and household income To our knowledge, we are the first 
to employ a handheld scanner to record the order 1n which 
purchases are selected Combining this methodology with a 
mental budgeting perspective provides several key contribu- 
tions with implications for researchers and managers 

We find that the impact of savings on planned items and 
unplanned items depends on whether the savings are 
encountered before or after the shopper's in-store slack 1s 
depleted When slack remains, savings on planned items are 
associated with increased planned-item spending as a func- 
tion of 1ncome We show that the underlying mechanism 1s 
stockpiling of the promoted planned item by higher-income 
households, while lower-income households appear to 
switch to a higher-tier brand with no net impact on spend- 
ing This stockpiling behavior 1s a rational process on the 
part of the consumer (Dellaert, Golounov, and Prabhu 
2005) After the slack 1s depleted, the results 1ndicate that 
unplanned-item spending increases by $10 for every dollar 
saved on planned items, regardless of income Consistent 
with Heilman, Nakamoto, and Rao (2002), the findings 
show that savings on planned items can create a psychologi- 
cal windfall effect, leading to an increased purchase of 
unplanned items greater than the amount of the windfall 
However, the findings suggest that this windfall effect 1s 
attenuated (or even eliminated) if the shopper already has 
funds earmarked for miscellaneous unplanned purchases 

Similarly, we find that savings on unplanned items can 
lead to higher spending on unplanned items, increasing with 
1ncome, but only when those savings occur after the slack 1s 
exceeded These findings are consistent with the 1dea that 
promotions on unplanned items before the 1n-store slack 1s 
exceeded simply serve to redirect which items the in-store 
slack 1s used to purchase rather than increase the total 
amount spent We find that the results are robust to varia- 
tions 1n budget certainty, with the exception of the increased 
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spending on unplanned items by higher-income households 
This suggests that under conditions of high budget cer- 
tainty, high-income shoppers are still more likely to exceed 
their budgets for easily justifiable purchases, such as stock- 
piling planned items, but are equally likely to exceed their 
budgets for unplanned 1tems 

The finding that higher-income households have a 
greater tendency to stockpile differs from previous research, 
which has found no significant effect of income on stockpil- 
ing behavior (Bell, Chiang, and Padmanabhan 1999, Neslin, 
Henderson, and Quelch 1985) There are several potential 
explanations for why we find significant results when previ- 
ous research has failed to do so First, Neslin, Henderson, 
and Quelch's (1985) analysis 1s limited to two product cate- 
gories, and stockpiling tendencies have been shown to vary 
across product categories (Bell, Chiang, and Padmanabhan 
1999) Second, Bell, Chiang, and Padmanabhan (1999) con- 
duct their study at the brand level rather than at the 1ndivid- 
ual level, so income 1s coded as the modal income of con- 
sumers who purchase the brand Third, the current analysis 
differentiates between planned and unplanned 1tems, while 
Neslin, Henderson, and Quelch and Bell, Chiang, and Pad- 
manabhan simply examine purchase quantities 1n. general 
Finally, the handheld scanner methodology we employ 
enables us to demonstrate that the 1ncidence of stockpiling 
depends on whether the savings occur before the in-store 
slack has been spent 


Implications for Managers 


The findings offer several insights to guide shopper market- 
ing strategies Table 6 summarizes the 1mplications of each 
of the findings In general, we show that the 1mpact of pro- 
motional savings depends on whether the 1tem 1s purchased 
before or after the shopper’s slack 1s exceeded Although ıt 
will be difficult for retailers to ascertain exactly when the 
slack becomes depleted for each shopper, one proxy 1s posi- 
tion 1n the store Promotions should be placed early in a 


typical store pattern to target consumers with slack remain- 
ing and later to target consumers who have depleted their 
slack Because the findings also depend on whether items 
are planned or unplanned, managers need to famiharize 
themselves with which items tend to be of which type 
Accordingly, Panels A and B in Table 7 list the categories 
with the highest percentage of planned and unplanned 
items, respectively (see also Point of Purchase Advertising 
Institute 1995) 

The findings suggest that promotions on planned items 
are effective in generating incremental sales, however, the 
nature of the incremental items, as well as quantity pur- 
chased, varies depending on whether the savings are real- 
ized before or after the consumer's in-store slack is 
depleted Stockpiling occurs primarily among higher- 
income shoppers when the item 1s encountered before their 
slack 1s depleted Under these same conditions, lower- 
income shoppers tend to switch up to a higher-tier brand but 
do not spend additional funds Therefore, manufacturers 
and retailers should try to place stockpiling-inducing pro- 
motions of higher-tier brands, such as buy-one-get-one-free 
promotions, earlier ın the typical store traffic pattern, when 
shoppers are more likely to have in-store slack remaining 
Managers should also explore messages that help lower- 
income households think long-term and encourage them to 
stockpile 7 Conversely, stockpiling 1s less desirable for 
deep-discount ("loss-leader") promotions, which are 
offered to drive store traffic (so the item would presumably 
be a planned 1tem) These promotions might be best placed 
later 1n the trip path to discourage stockpiling 

Although these guidelines may be useful in developing 
more successful stockpiling promotions, the results also 


7 Although it might be speculated that lower-income households 
simply do not have funds to exceed their budget, we find a positive 
relationship between planned-item savings after slack 1s exceeded 
and spending on unplanned items This suggests that their budget 
constraints are not so strict as to rule out any additional spending 


TABLE 6 
Shopper Marketing Implications 


Finding 


H; Savings on planned items increase planned- 
item spending before slack is depleted but not 
after ($1 = $5) 


Shopper Marketing Strategy 


*Place stockpiling-inducing promotions (e g , buy-one-get-one-free pro- 
motions) earlier in the typical store traffic pattern 
«Focus these promotions on items that tend to be planned, such as 


yogurt or bottled water 


Hə Savings on planned items increase unplanned- «Offer promotions on planned items later in the store pattern 


item spending after slack is depleted but not 
before ($1 = $10) 


H4 Savings on unplanned items increase 
unplanned-item spending after slack is 
depleted but not before ($1 ~ $6) 


H4 Higher-income households stockpile planned 
items before slack depleted, while lower- 
income households switch to higher-tier brand 


ePlace displays of products that tend to be unplanned near promotions of 
these planned items 


eAvoid offering promotions on unplanned items early in the store pattern 
Instead, consider "reminder" displays of full-price, high-margin items 
ePromote items that tend to be unplanned later in the store pattern 


ePromote top-tier brands that appeal to higher-income households 
e| ower-tier brands should consider marketing messages that help lower- 
income households think longer term so they will stockpile 


Hs The greater the household income, the greater «Use frequent-shopper program data to identify categories/brands with a 


is the impact of unplanned-item savings after 
the in-store slack is depleted on unplanned- 
Item spending 
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higher penetration of higher-income households and add a secondary 
location later in the typical trip path 


suggest that retailers should only selectively employ these 
types of promotions Instead, they should focus more on 
promotions on planned items that would be selected after 
the 1n-store slack 1s depleted because the results show that 
these types of promotions have a greater impact on average 
(~$10 versus ~$5), and this effect manifests ın terms of the 
purchase of unplanned items To take advantage of the 
windfall effect associated with savings on planned items, 
retailers should consider placing full-price displays of items 
that tend to be unplanned (see Table 7, Panel A) near the 
promoted item 

The results for savings on unplanned items also offer 
shopper marketing implications We show that promotions 
on unplanned items are positively related to spending at the 
basket level when the item 1s purchased after the in-store 
slack is exceeded, but otherwise they are absorbed into 
in-store slack This implies that though manufacturers may 
benefit from promotions on unplanned items before in-store 
slack 1s depleted, retailers may not fare as well by promot- 
ing unplanned items early in the store trip path Although 
we do not have cost data, the lack of an increase 1n sales 
associated with price promotion suggests a decrease in 
retailer profit Therefore, retailers should consider displays 
of full-price, high-margin unplanned items early in the store 
trip path They should then promote items that tend to be 
unplanned later 1n the store trip path When possible, these 
promotions should be targeted at above-average-income 
households because such shoppers appear to be less resis- 
tant to exceeding their menta] budgets 


Limitations and Further Hesearch 


There 1s significant opportunity for further research regard- 
ing how the findings vary across consumer segments, pro- 
motion types, product categories, and retailers First, a 
future study could explore whether consumers whose slack 
1s spent primarily on "forgotten needs" are more differen- 
tially influenced by promotional savings than those whose 
slack 1s spent primarily on "unplanned wants" Relatedly, 
researchers should consider moderators beyond income, 
such as payment method Second, there 1s an opportunity to 
study the 1mpact of 1n-store slack on different types of price 
promotions examined in recent research (1e, Sam, Rao, 
and Monga 2010, Tsiros and Hardesty 2010) Third, a limi- 
tation of our data set 1s that 1t does not include a measure of 
nonprice marketing factors that can affect sales, such as 
amount of shelf space, displays, and features (1e, Bem- 
maor and Mouchoux 1991, Chandon et al 2009, Inman, 
Winer, and Ferraro 2009) Further research could consider 
whether and how these nonprice promotions affect the mag- 
nitude of the spending increases we observed Fourth, more 
insight 1s needed into which types of promoted categories 
are most likely to induce shoppers to exceed their mental 
budgets For example, although hedonic categories may be 
more tempting (Shiv and Fedorikhin 1999), promotions on 
more utilitarian categories may also be effective because 
they justify manipulation of mental budgets (1e , Cheema 
and Soman 2006) Finally, although we conducted the study 
at two stores, both stores are operated by the same grocer 1n 
the same southwestern city Further research 1s needed to 


TABLE 7 
Items Typically Unplanned Versus Planned 


A: Categories with the Highest Percentage of 
Unplanned Itemsa 


items 
Category % Unplanned Purchased 
1 Candy and gum 87 168 
2 Ice cream, frozen yogurt, 
and other frozen desserts 74 149 
3 Cookies 73 79 
4 Shelf-stable juices and 
ready-to-drink juice boxes 73 171 
5 Packaged bread, rolls, 
bagels, and muffins 73 70 
6 Crackers 73 99 
7 Baking mixes for cake, 
cookies, brownies, and so on 70 101 
8 Ketchup, mustard, BBQ sauce, 
and other condiments 69 143 
9 Salad dressing and 
mayonnaise 68 90 
10 Canned fish (e g , tuna, 
sardines) 64 74 
B. Categories with the Highest Percentage of Planned 
Items 
Items 
Category % Unplanned Purchased 
1 Pet foods 77 177 
2 Fresh milk 75 178 
3 Fresh meat and seafood 73 111 
4 Eggs 69 90 
5 Soft drinks 
(includes soda and ice tea) 66 351 
6 Laundry detergent 63 80 
7 Yogurt 61 181 
8 Paper goods 60 120 
9 Sparkling and nonsparkling 
bottled waters 59 94 
10 Fresh-baked goods from 
in-store bakery 58 406 


aOf categories purchased by at least 2096 of respondents 


generalize these results to other grocery retailers and other 
types of retailers For example, we would not expect a con- 
sumer who wants to purchase a television to have slack, but 
a shopper may have slack for routine apparel shopping 
trips, such as when he or she 1s stocking up on a back-to- 
school shopping trip 

Chains that are more effective at 1mplementing these 
practices should be able to boost their market share We 
suggest that more effective promotion planning should 
result ın increasing total average basket revenue If so, 
would such an increase come at the expense of competing 
stores or perhaps reduce fill-in shopping at the same or 
other stores? Of particular importance to the grocery chain 
we studied (which maintains a dominant market share) 1s 
the ability to reduce what the retailer referred to as cus- 
tomers "cheating on them" by shopping at other stores for 
fill-in purchases Further research may be able to determine 
whether implementing practices suggested here leads to 
increased market share among selected shopper segments 
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Is Customer Participation in Value 
Creation a Double-Edged Sword? 
Evidence from Professional Financial 
Services Across Cultures 


Emergent perspectives in marketing highlight new opportunities for co-opting customers as a means to define and 
cocreate value through their participation. This study delineates and empirically tests hypotheses regarding the 
effects of customer participation (CP) on value creation and satisfaction for both customers and employees with 
different cultural value orientations in the context of professional financial services Using data collected from 349 
pairs of customers and service employees in two national groups (Hong Kong and the United States) of a global 
financial institution, this study examines how (1) CP drives performance outcomes (1e, customer satisfaction, 
employee job satisfaction, and employee job performance) through the creation of economic and relational values 
and (2) the effects of CP on value creation depend on participants’ cultural value orientations Promoting CP could 
be a double-edged sword for firms CP enhances customers' economic value attainment and strengthens the 
relational bond between customers and employees, but it also increases employees’ job stress and hampers their 
Job satisfaction Moreover, the effects of CP on value creation depend on the cultural values of both customers and 
service employees, this result implies that arranging customers and service employees with "matched" cultural 
value orientations could facilitate the creation of value through CP 


Keywords customer participation, value creation, cultural value orientation, professional financial services, 
individualism—collectivism, power distance 


Customers are fundamentally changing the dynamics of fessional services, which are customized, high contact, and 
the marketplace The market has become a forum in high 1n credence properties For example, doctors at the 
which consumers play an active role ın creating and com- Mayo Clinic meet with patients and collaborate to 1dentify 
peting for value (Prahalad and Ramaswamy 2000, p. 80) solutions to their needs (Bitner and Brown 2008) Cus- 





ignificant changes 1n both marketing thought and the tomers of professional financial services participate by pro- 
Qs suggest that simply being customer ori- viding information to their financial advisors and jointly 

ented 1s not enough, firms must learn from and col- making decisions about investment plans (Auh et al 2007) 
laborate with customers to create values that meet their Such CP should benefit customers through improved ser- 
individual and dynamic needs (Prahalad and Ramaswamy vice quality, more customization, and better service control 
2000) Encouraging customer participation (CP) may repre- (Dabholkar 1990, Xie, Bagozzi, and Troye 2008), and it 
sent the next frontier in competitive effectiveness (Benda- should benefit firms through increased customer satisfac- 
pudi and Leone 2003), and ıt reflects a major shift from a tion and productivity gains (Lovelock and Young 1979, 
goods-centered to a service-centered logic for marketing Mills and Morris 1986) However, CP may not unequivo- 
(Vargo and Lusch 2004) This new service-dominant logic cally create positive value, customers’ increased involve- 
views customers as proactive cocreators rather than as pas- ment 1n the service process may shift more power from ser- 
sive receivers of value and views companies as facilitators vice employees to customers and thereby increase 
of the value cocreation process rather than as producers of employee workloads and role conflict (Hsieh, Yen, and 
standardized value (Payne, Storbacka, and Frow 2008) The Chin 2004, Kelley, Donnelly, and Skinner 1990) 
notion of value cocreation 1s particularly salient among pro- Value cocreation 1s a central tenet of the service- 


dominant logic and the main premise of CP Customer par- 
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sistent (eg , Auh et al 2007, Bendapudi and Leone 2003, 
Ennew and Binks 1999) Bendapudi and Leone (2003) find 
that participating customers are more satisfied than nonpar- 
ticipating customers when the service outcome 1s better 
than expected, whereas Ennew and Binks (1999) conclude 
that CP 1s positively related to service quality and satisfac- 
tion but has mixed rmpacts on future purchase intentions 
Moreover, most evidence pertaining to value cocreation 
either 1s theoretical or reflects anecdotal accounts in busi- 
ness-to-business literature (eg, Lusch, Brown, and 
Brunswick 1992, Normann and Ramirez 1993, Prahalad 
and Ramaswamy 2000, Ulaga 2003) Little empirical 
research has examined or confirmed the value cocreation 
process in the business-to-consumer context, particularly 
from a dyadic (1e, customers and employees) perspective 
A contingency approach, which examines potential moder- 
ating factors (eg, individual cultural value orientations) 
that may influence the strength of the relationship between 
CP and value creation, also remains essentially missing 

Building on the premise in the service literature that CP 
alone 1s not the key to customer satisfaction but that value 
cocreation 1s what matters, we undertake an empirical study 
to address some overarching questions Are more participa- 
tory service relationships between customers and service 
providers desirable? How effective ıs CP ın creating value 
and affecting service outcomes for both customers and ser- 
vice employees? What are the boundary conditions associ- 
ated with effective CP? 

For thus investigation, we define CP as a behavioral con- 
struct that measures the extent to which customers provide/ 
share information, make suggestions, and become involved 
in decision making Thus, CP enables service providers to 
cocreate customized services with customers to suit. their 
needs Customer participation 1s also more salient and 
offers greater value creation opportunities for service 
providers and customers in professional (eg, financial, 
legal, medical) services that feature high credence qualities, 
high degrees of customer contact and customization, and 
high interdependence between customers and service 
providers for cocreating favorable outcomes (Auh et al 
2007, Lovelock 1983, Sharma and Patterson 2000) There- 
fore, our study focuses on professional financial services as 
an appropriate context in which to assess the desirability of 
CP as a potential source of value creation and satisfaction 

Our contribution to the existing literature 1s twofold 
First, we empirically test how CP drives service outcomes 
(1e, customer satisfaction, employee job satisfaction, and 
employee job performance) through the creation of eco- 
nomic and relational values for both customers and service 
employees in the business-to-consumer context of profes- 
sional financial services Economic value refers to the bene- 
fit and cost outcomes of the core services, whereas rela- 
tional value entails the value derived from emotional or 
relational bonds between customers and service employees 
Our dyadic methodology also addresses ongoing critiques 
of simplistic models that rely on the views of just one party 
(in most cases, customers) (eg, Fleming, Coffman, and 
Harter 2005) Because CP likely influences employees’ 
emotional responses, productivity, and job performance 
(Kelley, Donnelly, and Skinner 1990), a better understand- 


ing of 1ts simultaneous effects on customers and employees 
can help managers meet the formidable challenge of satisfy- 
ing both groups (Hsieh, Yen, and Chin 2004) 

Second, we do not simply assume that managerial prac- 
tices transfer across cultural boundaries (Morris and Pavett 
1992) Steenkamp and colleagues (e g , Alden, Steenkamp, 
and Batra 1999, Steenkamp and Geyskens 2006, 
Steenkamp, Ter Hofstede, and Wedel 1999) suggest that 
culture has far-reaching influences on, for example, global 
culture brand positioning, the perceived value of Web sites, 
and consumer innovativeness Culture also moderates the 
effect of switching barriers on customer retention (Patterson 
and Smith 2003), customers’ preferences for personalized 
service (Mattila 1999), and their perceptions of recovery 
justice (Patterson, Cowley, and Prasongsukarn 2006) 
Therefore, whether CP is appropriate likely hinges on the 
alignment between key characteristics of CP and partici- 
pants’ (customers' and service employees’) cultural values 
(Youngdahl et al 2003) The impact of culture on attitudes 
and behaviors 1s particularly observable for services with 
medium and high levels of customer contact, such as pro- 
fessional financial services (Mattila 1999, Patterson, Cow- 
ley, and Prasongsukarn 2006) Therefore, we examine the 
moderating effects of customers' and employees' cultural 
value orientations—-namely, individualism—collectivism and 
power distance (Donthu and Yoo 1998, Hofstede 1980, 
Steenkamp and Geyskens 2006)—to identify the boundary 
conditions associated with effective CP Figure 1 depicts the 
conceptual framework 


Conceptual Development and 
Hypotheses 


CP: Salience and Effects 


The definitions of CP employ many forms and degrees, 
from firm production to joint production to customer pro- 
duction (Meuter and Bitner 1998) Because our purpose 1s 
to understand the value creation process when customers 
participate and interact with employees 1n services, we do 
not consider firm and customer production (e g , self-ser- 
vice technologies) We adapt previous definitions of CP to 
our research context (1 e , professional financial services) by 
conceptualizing CP as a behavioral construct that measures 
the extent to which customers provide or share information, 
make suggestions, and become involved 1n decision making 
during the service cocreation and delivery process (Auh et 
al 2007, Bettencourt 1997, Bolton and Saxena-Iyer 2009, 
Hsieh, Yen, and Chin 2004) 

The enormous potential of CP has attracted research 
attention from multiple disciplines Early work at the firm 
level focused on advocating the benefits of engaging cus- 
tomers as coproducers or “partial” employees for productiv- 
ity gains, quality improvements, customization, and so on 
(e g , Lovelock and Young 1979, Mills and Morris 1986) In 
contrast, research at the customer level tends to examine 
why and when customers are motivated to participate (Bate- 
son 1985) and the means to facilitate CP (eg, Goodwin 
1988) Research has evolved from these largely conceptual 
investigations into empirical works that examine the effect 
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FIGURE 1 
Proposed Conceptual Framework 
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of CP on service outcomes, such as satisfaction and loyalty 
(eg, Auh et al 2007, Bendapudi and Leone 2003) The 
scope of recent research even reaches new product develop- 
ment (Fang 2008, Fang, Palmatier, and Evans 2008) and 
service failure and recovery (Dong, Evans, and Zou 2008) 


Customers as Cocreators of Value 


Extant literature offers evidence of value cocreation, albeit 
theoretical or anecdotal and 1n a business-to-business con- 
text For example, Lusch, Brown, and Brunswick (1992) 
provide a theoretical framework for exploring the extent of 
CP 1n value creation, and Normann and Ramírez (1993) 
argue that the goal of business 1s not to create value for cus- 
tomers but rather to mobilize customers to cocreate value 
Qualitative research has also been used to identify factors 
that drive value creation 1n manufacturer—supplier collabo- 
rations (Ulaga 2003) Anecdotal evidence about Ford Motor 
Company supports the notion of value cocreation between 
buyers and suppliers 1n the development of new vehicles 
(Prahalad and Ramaswamy 2000) 

According to a service-dominant view of marketing, 
“value can only be created with and determined by the 
user” (Lusch and Vargo 2006, p 284), thus, the customer is 
always a cocreator of value This realization aligns with the 
postmodernist view that customers participate to customize 
their own world (Xie, Bagozzi, and Troye 2008) The cocre- 
ation of value 1s a desirable goal because ıt can help firms 
understand customers’ points of view and identify their 
needs and wants (Lusch and Vargo 2006, Payne, Storbacka, 
and Frow 2008) 
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Research also suggests that customers participate only if 
they anticipate benefits from the relationship (Ennew and 
Binks 1999) Cooperation research further reveals that par- 
ties’ interactions involve calculations of both economic and 
psychological benefits to be gained by cooperation, net of 
transaction costs and risk premiums (Smith, Carroll, and 
Ashford 1995) Employees cannot choose to accept or 
reject customers' participation, however, their interactions 
with customers shape the returns they gain from the inter- 
action process Take professional financial services as an 
example A customer and a financial advisor engage in an 
interaction, 1n which both parties incur costs (monetary or 
nonmonetary) and have expectations of cocreating some- 
thing of value 1n return (e g , profitable fund portfolio, satis- 
factory relationship) 

Value 1s inherent to the use of products/services, such as 
in a consumer's perceived preferences for and calculation of 
the benefits (e g , more customized service), less the costs 
(eg, effort expended), of engaging in an exchange 
(Ramirez 1999, Zeithaml 1988) This economic rationale 
forms the central focus for most early research on CP How- 
ever, value also may be a consequence of the use of the 
products/services that facilitate collective goals, so 1t may 
derive from emotional or relational bonds between a cus- 
tomer and a provider (Butz and Goodstein 1996) Vargo and 
Lusch (2004, p 12) note that “service provision and the 
cocreation of value imply that exchange 1s relational” Johar 
(2005) also finds that people do not always maximize their 
economuc utility but rather consider social norms when 
determining value The network approach similarly consid- 
ers both economic and relational bonds critical to relations 


between cooperating parties Bowen (1983) suggests that 
customers can act as substitutes for supervisory leadership 
in service encounters by providing employees with social 
support and task guidance Kellogg, Youngdahl, and Bowen 
(1997) provide evidence that both customers and employees 
value social support and relationship-building behaviors In 
professional financial services, relational value, which 
derives from employees showing care to and building social 
bonds with customers, can serve as a powerful exit barrier 
(Patterson and Smith 2001, 2003) Therefore, we consider 
both economic and relational values that may be created as 
a result of CP 


Effect of CP on satisfaction through economic value 
creation Customers may create economic value through 
their participation in three ways better service quality, cus- 
tomized service, and increased control Customers’ active 
involvement can help guarantee quality and increase the 
likelahood of success and goal achievement, in line with 
agency theory, customers (principals) monitor service 
agents’ fulfillment of the service contract (Mills 1986) 
Similarly, customers who engage in the service process can 
reduce the financial and performance risks associated with 
receiving inappropriate outcomes (Etgar 2008) Participa- 
tion also allows customers to provide direct input into the 
service provision, make more choices, and work with the 
service provider to create higher levels of customization 
(Auh et al 2007, Schneider and Bowen 1995) Finally, cus- 
tomers may experience delight when participating because 
participation leads to a greater sense of control over the ser- 
vice process and the final outcome (Dabholkar 1990, 
Schneider and Bowen 1995) As CP increases customers’ 
knowledge and control of services, 1t shifts more power to 
customers (Donthu and Yoo 1998, Ouschan, Sweeney, and 
Johnson 2006, Prahalad and Ramaswamy 2000) Such a 
shift 1n power 1s particularly crucial for professional ser- 
vices that require a collaborative customer-provider rela- 
tionship to achieve desirable service outcomes (Ouschan, 
Sweeney, and Johnson 2006) For example, customers 
involved in selecting fund investment options for their per- 
sonalized financial service gain more decision power (Sur- 
prenant and Solomon 1987), which makes them likely to be 
more satisfied (Ramanı and Kumar 2008) Similarly, in 
medical services, patients 1nvolved 1n health care decisions 
obtain more reahstic and appropriate treatments, suffer 
fewer concerns and complaints, enjoy more sustainable 
health outcomes, and experience greater satisfaction (Trede 
and Higgs 2003) Therefore, we expect the following 


H,, A higher level of CP leads to greater customer satisfac- 
tion through the creation of customer economic value 


Moreover, CP creates employee economic value, though 
the value may be negative 1n terms of 1ncreased job stress 
Following role theory (eg, Heide and Wathne 2006) and 
boundary-spanning literature (eg , Singh 1998), we con- 
ceptuahze job stress as being composed of three critical job 
stressors role ambiguity, role conflict, and work overload 
Role ambiguity refers to an employee’s perceived lack of 
information and uncertainty about how to perform his or her 
role adequately Role conflict taps incompatibility in the 


requirements of the role, and work overload occurs when 
cumulative role demands exceed an employee’s abilities 
and motivation to perform the task (Rizzo, House, and 
Lirtzman 1970, Singh 1998) 

Customer participation could create employee job stress 
in three ways loss of power and control, increased input 
uncertainty, and incompatible role expectations and 
demands A shift of power to customers through CP implies 
a loss of power and control for employees, and professional 
service employees (e g , medical or financial consultants), 
in particular, may not be accustomed to such a power shift 
The loss of power and control could lead to role incongru- 
ence, such that employees' perceptions of job duties differ 
from customers' expectations, 1n which case the structure of 
the redefined service script may not be well understood 
(Solomon et al 1985) Employees may also struggle with 
customers for control because relinquishing their control 
could weaken the service script and disrupt the smooth 
functioning of the service process (Chase 1978) Thus, the 
shift of power and control away from employees could lead 
to job stress 

Furthermore, CP represents a source of uncertainty for 
service employees, for whom greater demand diversity 
likely occurs when customers participate with spontaneous 
and “unscripted” behaviors (Martin, Horne, and Schultz 
1999) For example, customers might use information they 
have gathered about financial investment options to chal- 
lenge financial advisors to come up with fund portfolios 
that perform better Such behaviors increase input uncer- 
tainty and task difficulty for employees, leading to role 
ambiguity (Larsson and Bowen 1989) and ultimately ham- 
pering their job satisfaction 

With regard to role conflict (Bowen and Ford 2002), 
customers’ unexpected, special requests or expectations as a 
result of their participation may not be compatible with 
employees’ role scripts, as predefined by managers (Hsieh, 
Yen, and Chin 2004, Schneider 1980) For example, 
actively participating customers who need financing to buy 
their homes may request unique plans that combine varied 
terms and conditions rather than simply accept predefined 
mortgage plans Employees who face incompatible expecta- 
tions and demands may need to expend more time and 
effort to fulfill the wishes of both customers and superiors, 
which increases their job stress (Hsieh, Yen, and Chin 
2004) 

Moreover, handling incompatible customer demands 
and expectations may require employees to regulate their 
emotional expressions in mandated ways (Brotheridge and 
Grandey 2002) In this case, employees must not only pro- 
vide services but also engage in “emotional labor” 
(Hochschild 1983) by demonstrating polite and pleasant 
manners, regardless of customers’ behaviors (Ben-Zur and 
Yagil 2005) Emotional labor 1s particularly salient in high 
customer-contact services (Brotheridge and Grandey 2002), 
and ıt ıs a key employee job stressor that causes burnout and 
hampers work performance (Rupp et al 2008) 

In summary, CP could have potentially damaging 
effects on employees’ perceived job stress, and the influ- 
ence of job stress on subsequent job outcomes 1s well docu- 
mented (e g , Brown and Peterson 1993, Hartline and Fer- 
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rell 1996, Singh 1998), especially 1n terms of its dysfunc- 
tional impact on job satisfaction (e g , Hut, Au, and Fock 
2004, Singh 1998) Thus, we posit the following 


H,, A higher level of CP leads to lower employee job satıs- 
faction through the creation of employee job stress 


Effect of CP on satisfaction through relational value 
creation Customers and employees could cocreate rela- 
tional value through their sense of enjoyment and by build- 
ing relationships Prior studies have suggested that partici- 
pation can be intrinsically attractive (Bateson 1985) and 
enjoyable (Dabholkar and Bagozzi 2002) Similarly, experi- 
ential consumption research and consumer culture theory 
emphasize emotional, symbolic, and nonutilitarian values, 
such as fantasies, feelings, and fun, derived from the experi- 
ence of consumption (Arnould and Thompson 2005) Para- 
suraman, Zeithaml, and Malhotra (2005) call for more stud- 
1es on the experiential aspects of enjoyment and fun in 
service encounters Moreover, a friendly and enjoyable 
interpersonal relationship adds value for the customer, 
which 1n turn enhances customer satisfaction and acts as an 
exit barrier ın professional services (Patterson and Smith 
2001, 2003, Sharma and Patterson 1999) 

Customer participation may increase communication 
and relationship building between customers and employees 
(Claycomb, Lengnick-Hall, and Inks 2001) According to 
health care literature (e g , Foreyt and Poston 1998, Street et 
al 2003), when patients work with doctors to 1ncorporate 
their preferences and values, this improves the level of care 
delivered and encourages more empathetic, honest, and 
friendly interactions, which produces relational values On 
the service provider side, employees may fulfill their social 
needs for approval when they cocreate services with cus- 
tomers, similar to the way their perceptions of being valued 
by the organization enable them to satisfy their social needs 
for approval, affiliation, and esteem (Eisenberger et al 
1986) Thus, every interaction between employees and cus- 
tomers represents an opportunity to cocreate relational val- 
ues for both parties (Fleming, Coffman, and Harter 2005) 
Illustrative comments from service employees about cama- 
raderie and social bonding with their customers support this 
assertion (see Gremler and Gwinner 2000, p 90) 

Employees who build rapport with their customers 
experience greater job satisfaction (Gremler and Gwinner 
2000), they perceive more relational value in the fnendly, 
respectful, and attentive communication with their cus- 
tomers and are more satisfied with their jobs (Yoon, Seo, 
and Yoon 2004) Health care literature similarly indicates 
that enjoyable and open relationships with patients con- 
tribute to clinicians’ sense of appreciation and protect 
against frustration and burnout, which enhances job satis- 
faction This CP-relational value-satisfaction link, for both 
customers and employees, is particularly evident when the 
service 1s long term, customers depend heavily on credence 
qualities for their service evaluation, and employees have 
more personal connections with customers (Fleming, Coff- 
man, and Harter 2005), such as 1n the professional services 
context Therefore, we expect the following 
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H, A higher level of CP leads to greater (a) customer satıs- 
faction through the creation of customer relational value 
and (b) employee satisfaction through the creation of 
employee relational value 


Cultural Effect on Value Creation Through CP: A 
Hole Perspective 


Culture 1s defined as “the training or refining of one's mind 
from social environments in which one grew up” (Hofstede 
1991, p 4) Service encounters (including CP) are social 
exchanges, therefore, the norms, roles, and expectations of 
both customers and service employees should be influenced 
by each party’s cultural background (Patterson, Cowley, and 
Prasongsukarn 2006) In the service process, CP challenges 
customers’ and service employees’ roles and scripts 
(Solomon et al 1985), a patient who actively participates 1n 
making decisions about the best treatment is no longer a 
passive receiver but an active cocreator of health care ser- 
vices Therefore, the extent of value creation through CP 
may depend on how well customers and employees accept 
and perform their newly defined roles and scripts, which 1n 
turn depend on their cultural orientations (Youngdahl et al 
2003) For example, Nakamura, Vertinsky, and Zietsma 
(1997) note that culture influences organizational members' 
predispositions toward cooperation, which 1s needed for the 
cocreation of value 

The application of role theory to marketing (e g , Heide 
and Wathne 2006) has generated important 1nsights (though 
not pertaining to the context of CP), particularly from a cul- 
tural perspective The close linkage between people's 
accepted roles and cultural values motivates us to adopt 
a role perspective (businessperson-friend and superior— 
subordinate roles) to develop our hypotheses regarding how 
individualism—collectivism and power distance cultural 
value orientations may moderate the effects of CP on value 
creation 


Moderating effect of individualism—collectivism A col- 
lectivist (versus an individualist) value orientation reflects a 
condition in which group or collective 1nterests take prece- 
dence over the desires and needs of individuals (Patterson, 
Cowley, and Prasongsukarn 2006, Wagner and Moch 1986) 
Collectivists (versus 1ndividualists) are also more conscious 
of their relationships with other people and place greater 
value on group harmony (Chen, Chen, and Meindl 1998) 
These different cultural value orientations resemble the 
value distinctions embodied 1n the friend (versus business- 
person) role that Heide and Wathne (2006) and Grayson 
(2007) discuss A friendship 1s intrinsically oriented 
(Grayson 2007) and prescribes the cooperative acts and 
relational concerns of a collectivist value orientation, 
whereas a business relationship is instrumentally onented 
and incorporates the calculative and utility-maximizing 
characteristics of an individualist value orientation 

People with a higher collectivist value onentation tend 
to be more expressively motivated and hope to establish 
social relationships They place a higher value on the high 
“touch” component of their participation (Malhotra et al 
1994, Tata 2005) Given the chance to cocreate with service 
employees, these customers are more attentive to the oppor- 


tunity and value of building a relationship with employees 
as “friends” and adapt their behaviors to a role that facili- 
tates cooperation and personal connections (1 e , role identi- 
fication, see Stryker and Statham 1985) They are willing to 
compromise their equity to induce a harmonious relation- 
ship and initiate a cycle of reciprocity (Patterson, Cowley, 
and Prasongsukarn 2006) 

However, customers with a higher individualist value 
orientation prefer rewards that are proportional to their own 
contributions (Chen, Chen, and Meindl 1998) They are 
more likely to enact a businessperson role and are con- 
cerned less with relationship building and more with cus- 
tomized service outcomes They attend more closely to effi- 
cient communication that saves time and hassles and value 
the opportunity to provide input to enhance control over the 
decisions and processes that are conducive to economic out- 
comes (Erez and Earley 1993, Winsted 1997) Thus, we 
expect the following 


H, As a customer's collectivist value orientation increases, 
CP has (a) a weaker effect on the creation of customer 
economic value and (b) a stronger effect on the creation of 
customer relational value 


Employees with a higher collectivist value orientation 
(1e, who embody a friend role) likely act 1n accordance 
with social norms and may break organizational rules when 
they perceive a need to do so In contrast, those with a 
higher individualist value orientation (1e, businessperson 
role) likely act 1n accordance with rule-based behavior and 
tend “to resist exceptions that might weaken the rule” 
(Trompenaars and Hampden-Turner 1997, p 31) More- 
over, collectivist employees should be more motivated to 
act as partners during service delivery, they enjoy working 
together with customers to achieve collective goals They 
also share a strong desire to accommodate the requests of 
customers (Han, Kim, and Srivastava 1998), thus, CP 
should facilitate their work goals and fulfill their desire to 
do a good job by serving customers’ specific needs (Hui, 
Au, and Fock 2004) We also expect more cooperation 
among employees with a higher collectivist value orienta- 
tion (Chen, Chen, and Meindl 1998, Steenkamp and 
Geyskens 2006) because they regard cooperation as a way 
to maximize the interests of others rather than competing 
with others to maximize their own individual benefits 
Thus 


H4 As an employee's collectivist value orientation 1ncreases, 
CP has (a) a weaker effect on the creation of employee job 
stress and (b) a stronger effect on the creation of employee 
relational value 


Moderating effect of power distance Power distance 
represents the extent to which inequality between more and 
less powerful people 1s considered acceptable (Hofstede 
1991) People with a higher power distance value orienta- 
tion view “superiors” and “subordinates” as different types 
and consider differences 1n power natural or an "existential 
inequality” (Hofstede 1980) In contrast, those with a lower 
power distance orientation believe that people are equal, 
and they view inequalities 1n roles as established solely for 
the sake of convenience (Gudykunst and Ting-Toomey 


1988) The impact of power distance on interactions 
between superiors and subordinates 1n an organization has 
been well established, but other types of relationships, such 
as between customers and employees 1n service encounters, 
also might be affected 1n terms of their perceived roles of 
superiors and subordinates, respectively Management 
rhetoric suggests that the customer 1s sovereign and the ser- 
vice employee 1s there to do everything to satisfy his or her 
needs, which then implies that employees enact subordinate 
service roles (Shamur 1980) Customers, particularly those 
in a higher power distance culture, may believe they have 
superior status and can determine the degree and closeness 
of their interactions with employees, who remain in a sub- 
ordinate position (Guerrier and Adib 2000) For example, in 
Japan, exchange occurs not between equals but between a 
buyer who ıs doing the seller a favor (Johansson 1990) 
Thus, the power distance value orientations of customers 
and service employees may be closely related to their per- 
ceived superior-subordinate relational roles, which in turn 
could influence the effect of CP on creating both customer 
economic value and employee job stress 

Customers with a higher power distance value onenta- 
tion may benefit less from participating in the service 
process (Johansson 1990) and perceive it as a face-losing 
situation because 1t can diminish the desired inequality 
between themselves, who they believe to be superior, and 
their perceived subordinates, the employees (Mattila 1999, 
Patterson, Cowley, and Prasongsukarn 2006) Increasing 
customer involvement in decision making also may gener- 
ate greater anxiety These customers tend to prefer and 
respect a more decisive and nonconsultative service 
approach (Joiner 2001) Conversely, customers with a lower 
power distance orientation prefer delegated and autonomous 
leadership and are more comfortable 1n environments that 
empower them (Eylon and Au 1999) They also react unfa- 
vorably to a lack of voice in decision making, which vio- 
lates their cultural norms and perceived right to have a say 
in decisions (Brockner et al 2001, Tata 2005) Thus 


Hs, AS a customer's power distance value orientation 
increases, CP has a weaker effect on the creation of cus- 
tomer economic value 


The subordinate scripts (eg, the “customer is the 
king") for employees typify what they should do when per- 
forming services (Johansson 1990) Employees with a 
higher power distance value orientation should perceive less 
role ambiguity from a clearly defined superior—subordinate 
role boundary They also have a desire to resist change 
because of concerns about disruptions to established power 
structures (Geletkanycz 1997) and well-defined role scripts 
Increasing 1nvolvement by superiors (customers) in the ser- 
vice process necessitates drastic changes to the subordinate 
script and blurs the originally clear subordinate role This 
reasoning 1s 1n line with the notion of human territoriality 
(Ardrey 1967) People derive security and power from their 
own territory, but when someone intrudes on their territory, 
conflict and stress result Likewise, CP may put employees 
in a conflict-producing situation of territorial ambiguity 
because both employees and customers have claims on the 
territory ın which the interaction takes place In that situa- 
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tion, employees likely feel confused about their role obliga- 
tions, which exposes them to role conflict, ambiguity, and, 
ultimately, Job stress 

On the contrary, employees with a lower power distance 
value orientation, who note fewer hierarchical differences 
between customers and employees, should be subjected less 
to the assertion of human territoriality Because they respect 
an equal power distribution, they should be more receptive 
to others' 1nputs and even conflicting viewpoints (Newman 
and Nollen 1996) and prefer diverse participation (Naka- 
mura, Vertinsky, and Zietsma 1997) Thus 


Hsy As an employee's power distance value orientation 
increases, CP has a stronger effect on the creation of 
employee job stress 


Performance outcomes We include in our study three 
indicators that effectively represent firm performance (1) 
customer satisfaction, (2) employee job satisfaction, and (3) 
employee job performance (Hartline and Ferrell 1996, Lam, 
Chen, and Schaubroeck 2002, Oliver and Swan 1989) Cus- 
tomer satisfaction provides a key benchmark for firm per- 
formance and competitiveness, as exemplified by the 
American Customer Satisfaction Index (Fornell 1992) and 
the Business Excellence Index (Kanji 1998) The inclusion 
of both employee job satisfaction and performance also 
dominates research 1n industrial and organizational psy- 
chology (e g , Landy 1989, Shore and Martin 1989) There- 
fore, to validate the effect of CP, we measure employee job 
performance using the ratings of direct supervisors 


Method 


Sample and Procedures 


The data for this study come from 349 pairs of customers 
and service employees of the Hong Kong and US opera- 
tions of a large multinational bank These two national 
groups comprise respondents with varying cultural value 
orientations National boundaries might not necessarily 
characterize people’s cultural values, which vary across 
individuals (Yoo and Donthu 2002), so we use the cultural 
values of individual respondents rather than those of the 
individual countries, as the unit of analysis This approach 
avoids the ecological fallacy of using national generaliza- 
tions to explain individual behaviors (Donthu and Yoo 
1998, Patterson, Cowley, and Prasongsukarn 2006) and 1s 
reasonable because a person’s values can be identified in 
terms of cultural value orientations (Donthu and Yoo 1998) 

We sample respondents from a global financial 1nstitu- 
tion and focus on professional financial services such as 
personal loans, insurance, financial planning, and asset/fund 
management The employee respondents bear job titles such 
as financial advisors, customer service executives, loan offi- 
cer, mortgage assistants, and so forth The samples of 
employees reflect comparable job titles and descriptions 
between Hong Kong and the United States Financial advi- 
sors account for 45% and 50%, customer service executives 
for 37% and 34%, and other titles for the remaining 18% 
and 16% of the respondents ın the Hong Kong and US 
samples, respectively They provide professional financial 
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services to customers, and each respondent reports to a 
supervisor The questionnaires sent to the potential 
employee (and their corresponding customer) respondents 
contained stamped, preaddressed return envelopes and guar- 
anteed the respondents’ anonymity Participation in the sur- 
vey was strictly voluntary Employee respondents also pro- 
vided their employee numbers so that their job performance 
data (provided by supervisors) and their customers' 
responses could be matched Of the 407 selected Hong 
Kong employees, 297 returned questionnaires (73% 
response rate) In the United States, the employee response 
rate was 7896 (194 of 249) For the Hong Kong and US 
customers, the response rates were 69% and 72%, respec- 
tively We matched a randomly selected customer with the 
employee respondent to form a customer-employee pair 
Thus, the final data set contains 207 and 142 matched cus- 
tomer-employee pairs from Hong Kong and the United 
States, respectively 

We compared data from the employee respondents with 
company data pertaining to the total employee population 
of similar workers We uncovered no significant differences 
1n terms of age, gender, education, or tenure The employee 
respondents have a mean age of 33 2 years and mean tenure 
of 53 years, and 68% are women The customer respon- 
dents reveal a mean age of 38 1 years and mean relationship 
tenure with the organization of 4 1 years When comparing 
the two samples from Hong Kong and the United States, we 
again find no significant differences 1n gender or education, 
though the organizational tenure of the US employee 
respondents 1s significantly longer, and US customer 
respondents are older (p « 01) than those 1n Hong Kong 


Measure Operationalization 


The original questionnaire was prepared 1n English and then 
translated 1nto Chinese using standard back translation 
(Brislin 1980) for distribution in Hong Kong We pretested 
the questionnaire with 30 employees and 20 customers and 
asked them to comment on any item that they found 
ambiguous or difficult to understand This process did not 
give rise to any major changes In the Appendix, we provide 
the scales we use to measure the model constructs, the orig- 
inal source of each scale, and the measurement reliability 
and validity All 1tems, unless specifically indicated, use a 
five-point Likert scale (1 = “strongly disagree,” and 5 = 
“strongly agree") The items mostly come from previous 
research with minor wording modifications to fit our study 
context We offer the descriptive statistics of the key con- 
structs in Table 1 

We adopt a behavioral approach to capture customers’ 
level of participation 1n the service process We measure the 
extent to which a customer invests time and effort 1n sharing 
information, making suggestions, and being involved ın the 
decision-making process (Auh et al 2007, Bettencourt 
1997, Claycomb, Lengnick-Hall, and Inks 2001, Hsieh, 
Yen, and Chin 2004) For value creation, we measure cus- 
tomers’ economic value with items that capture its three 
defining characteristics—namely, better service quality, 
customized services, and enhanced control Customers’ 
relational value comprises 1tems that represent an enjoyable 
interaction with and relational approval from the providers 
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Similar measures assess employees' relational value percep- 
tons With respect to employees' job stress, we adopt nine 
items to capture the three key job stressors role conflict, 
role ambiguity, and work overload Moreover, two dimen- 
sions (individualism—collectivism and power distance) of 
the CVSCALE (cultural values scale, see Donthu and Yoo 
1998) measure cultural values This scale can successfully 
capture Hofstede's (1991) five cultural dimensions at the 
individual level (Donthu and Yoo 1998, Patterson, Cowley, 
and Prasongsukarn 2006) For performance outcomes, we 
rely on two four-1tem scales to measure customers’ satisfac- 
tion with the service provided and employees’ job satisfac- 
tion The most recent employee performance appraisal 
results (1 = "needs to improve,” and 5 = "excellent") from 
the organizational records serve as the measure of employee 
job performance 


Results 


Measurement Model Tests 


Using confirmatory factor analysis with LISREL 8 
(Joreskog and Sorbom 1993), we test and compare the 
expected factor structure of all measures in both samples 
The analysis of a 12-factor model that mcludes both the 
Hong Kong and the US samples yields a goodness-of-fit 
index (GFT) of 95, confirmatory fit index (CFI) of 95, and 
root mean square error of approximation (RMSEA) of 06 
(X7364) = 2401 28), which support the factor structure that 
specifies the unidimensionality of all measures across both 
samples Next, we test the factor loading equivalence 
between the Hong Kong and the US samples for the 12 
constructs When we fix the loadings to be equivalent 
across the two samples, the GFI and CFI remain the same, 
and the increase 1n the chi-square statistic 1s not significant 
We also test the equivalence of the uniqueness and factor 
variance—covariance matrices of the two samples by con- 
straining these parameters to be equal These models show 
no significant increments in chi-square statistics or changes 
in fit indexes Therefore, we find strong evidence of mea- 
surement equivalence ın terms of the between-group factor 
structures, factor loadings, error variances, and factor vari- 
ances and covariances The two samples also do not differ 
significantly on the means of key variables, including CP 
(p = 20), customer economic value (p = 16), customer 
relational value (p = 12), customer satisfaction (p = 
12), employee relational value (p = 16), job stress (p = 
19), employee job satisfaction (p = 14), or employee job 
performance (p = 23) However, they offer variations in 
individualism-collectivism and power distance at the indi- 
vidual level, for testing our cultural effects hypotheses As 
we expected, the mean level of collectivist value orientation 
in the Hong Kong customer sample 1s significantly higher 
than that in the US sample (t = 7 58, p « 001), as 1s the 
mean level of power distance (t = 7 72, p « 001) We find 
the same pattern for the employee sample, with higher 
mean levels of collectivist (t = 6 89, p « 001) and power 
distance (t = 7 62, p < 001) value orientation These differ- 
ences are consistent with prior research comparing Hong 
Kong and U S samples (Bond and Hwang 1995) 
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Hypotheses Testing 


To test H; and H, on the mediating role of value creation, 
we use the mediation test procedures that Baron and Kenny 
(1986) recommend In Table 2, Panel A, we demonstrate 
that CP 1s significantly related to customer value creation 
(both economic and relational) and customer satisfaction 
Value creation 1s also significantly related to customer satis- 
faction When both CP and value creation appear as predic- 
tors of customer satisfaction, only value creation has statis- 
tically significant effects (economic value B = 53, p < 
001, relational value D = 58, p < 001) After we control 
for value creation, the effect of CP on customer satisfaction 
1s not significant (B = 06, ns) These results indicate that 
customer value creation (economic and relational) fully 
mediates the relationship between CP and customer satis- 
faction, ın support of Hja and Hza} which also confirms 
what 1s known ın the service literature Similar 1nterpreta- 
tions regarding the mediating role of employee value crea- 
tion in linking CP to employee job satisfaction apply for 
Hip and Hy (see Table 2, Panel B), we find full mediation 
for the effect of employee value creation on the impact of 
CP on employee job satisfaction 

To test the moderating effects of cultural values, as we 
predicted in H4-H5, we employ moderated regression (see 
Table 3) Specifically, we enter the control variables 1n Step 
1, main effects in Step 2, and interaction terms 1n Step 3 
All six proposed moderating effects indicate significant 
results for value creation Individualism-collectivism sig- 
nificantly moderates the effect of CP on customer value 
creation (economic value B = — 23, p < 05, relational 
value B= 28, p < 001) and employee value creation (job 
stress B = —19, p < 001, relational value B = 23, p < 
001), 1n support of H4 and H4 Regarding the moderating 
effect of power distance, we find that 1t significantly moder- 
ates the effect of CP on customer economic value creation 
(B z —21, p< 05), in support of Hs, Yet the effect of CP on 
employee job stress declines significantly when employees' 
power distance value orientation is higher (B = —17, p < 
001), ın contrast with Hs, Moreover, power distance posi- 
tively moderates the effect of CP on both customer (B = 26, 
p< 001) and employee (B = 20, p < 001) relational value 
Although we posited no formal hypotheses regarding this 
link, we discuss it subsequently 

Regarding the effects of satisfaction evaluations on 
supervisors’ ratings of job performance, we find a positive 
and significant umpact of customer satisfaction (B = 56, p < 
01) and employee job satisfaction (B = 61, p « 01) on 
employee job performance These findings cohere with 
studies in the organizational behavior and the marketing lit- 
erature (eg, Luo and Homburg 2007, Schneider and 
Bowen 1985) and provide face validity for our study 


Discussion 


This research provides empirical evidence 1n support of the 
extant premise that value creation 1s a prerequisite for the 
success of a firm's strategic efforts to improve customer sat- 
isfaction by encouraging CP Furthermore, this study offers 
particular significance because of its use of a dyadic 


TABLE 2 
Results of Mediation Tests 


A: Customer Economic and Relational Valuesa 











Customer Customer Customer Economic Relational Customer 
Variables Satisfaction Satisfaction Satisfaction Value Value Satisfaction 
Control Variables 
Countryb 07 07 06 07 05 06 
Employee organizational tenure 05 04 04 03 03 03 
Customer organizational tenure 06 03 04 05 05 05 
Independent Variables 
Customer economic value (H,,) 49** 53** 
Customer relational value (Hza) 57** 58** 
CP 52" 46** 61** 06 
Total R2 24** 38** 31** 23** 34** 33** 
B: Employee Job Stress and Relational Value? 
Job Job Job Job Relational Job 
Variables Satisfaction Satisfaction Satisfaction Stress Value Satisfaction 
Control Variables 
Countryb 07 07 06 07 07 07 
Employee organizational tenure — 02 02 04 03 02 04 
Customer organizational tenure 06 — 02 04 05 05 04 
Independent Variables 
Employee job stress (H4) — 50** — 41** 
Employee relational value (Hop) 25* 24** 
CP — 17** 37 30** — 07 
Total R2 30** 08** Q4** 20** 1 1 kk 32** 
‘p< 01 
**p < 001 
aStandardized regression coefficients 
bO = Hong Kong, 1 = United States 
TABLE 3 
Results of Moderating Tests of Individualism-Collectivism and Power Distance with CP on Value 
Creationa 
Customer Customer Employee Employee 
Economic Value Relational Value Job Stress Relational Value 
Step 1: Control Variables 
Countryb 13* 14* 13* 13” 13° 13* 14* 14* 
Employee organizational tenure 03 04 03 04 05 04 04 03 
Customer organizational tenure — 03 — 04 — 03 — 02 04 05 04 04 
Step 2: Independent Variables 
CP 45** 40** 59" 48** 32** 30** 30** 26** 
Customer PD — 07 — 04 04 05 
Customer 1-C —07 — 04 05 06 
Employee PD — 07 — 06 - 06 — 06 
Employee I-C —07 — 06 — 05 — 06 
Step 3: Interaction Terms 
CP x Customer I-C (Haa & 3b) — 23* 28** 
CP x Customer PD (Ha) — 21* 26** 
CP x Employee I-C (Haa a 4b) — 19** 29"* 
CP x Employee PD (Hsp) eq 20** 
Total R2 19** 25** 29** 35** 18** 22 147 21 
AR? at last step 06"* 06** 05** 04** 
*p « 05 
**p « 001 
aStandardized regression coefficients 
50 = Hong Kong, 1 = United States 
Notes I-C = individualism-collectivism, PD = power distance 
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methodology that captures both customer and employee 
perspectives and its consideration of a cultural contingency 
for the efficacy of CP From this attempt to enrich existing 
conceptually dominant literature pertaining to CP and pro- 
vide clarification about the effects of CP, several key find- 
ings emerge for further discussion 

First, the strategic management practice of promoting 
CP may be a double-edged sword Customers can cocreate 
economic benefits, such as customized services, better qual- 
ity, and more control, by participating in the service 
process Yet, although CP strengthens relational bonds 
between customers and employees and enhances their inter- 
action enjoyment, ıt also increases employees’ job stress 
and reduces their job satisfaction, particularly for employ- 
ees with a higher individualist or a lower power distance 
value orientation 

Second, the effect of CP on performance outcomes 1s 
more complex than previously stated The findings confirm 
the extant assertion that CP alone 1s not the key to customer 
satisfaction, value cocreation 1s what matters We also 
uncover a fully mediating effect of value creation for 
employees This finding suggests that CP produces positive 
effects on employee job satisfaction only 1f such participa- 
tion minimizes job stress and meets employees’ relational 
needs 

Third, the 1ncreasing globalization of markets and the 
ease with which services cross national boundaries provide 
compelling reasons for understanding the cultural context 
of customer and employee behavior (Maheswaran and 
Shavitt 2000, Patterson, Cowley, and Prasongsukarn 2006) 
The results clearly show that the extent of value creation 
depends significantly on the interaction between CP and 
each partner's cultural value orientation. Firms have a better 
chance of exploiting the positive and alleviating the nega- 
tive values of CP if they remain sensitive to individual cus- 
tomers' and employees' cultural value orientations. It may 
be worthwhile to match customers and employees by their 
cultural values and introduce "interaction routing" accord- 
ing to their proven fit congruence (Van Dolen et al 2002) 
For example, more relational value might result from CP if 
both customers and employees have higher collectivist 
value orientations 

Fourth, our unexpected finding that a power distance 
value orientation helps alleviate the negative 1mpact of CP 
on employee job stress provides a compelling prospect for 
further exploration This finding might reflect differential 
responses to special requests associated with customers' 
active involvement Employees with a higher power dis- 
tance value orientation recognize a clear role boundary 
between subordinate and superior, and their subordinate 
service role might be so deeply rooted that 1t becomes inter- 
nalized (Belk 1988) For example, Whyte (1948) notes that 
European waiters express less role conflict than U S wait- 
ers, probably because the former are more accustomed to 
class differences and therefore are less resentful of social 
distinctions In contrast, employees with a lower power dis- 
tance value orientation may not identify with their subordi- 
nate role to such a great extent, which may make them less 
willing to adapt their behaviors to a role that 1s appropriate 
for facilitating special requests and demands Thus, they 
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may be less receptive to customers' 1nput uncertainties and 
experience greater role conflicts This finding uncovers the 
potential power of hierarchical perception to help employees 
self-identify with (but not be forced 1nto) their subordinate 
role and make them psychologically more adaptable to the 
special requests and unexpected demands that CP initiates 

Fifth, though not hypothesized, we find that a power 
distance value orientation enhances the creation of rela- 
tional value from CP for both customers and employees 
This result entails an unexpected finding because, in gen- 
eral, people with a higher power distance value orientation 
avoid building relationships or social bonds with partners of 
unequal status (Patterson and Smith 2001) However, if 
given the opportunity to interact and form social relation- 
ships with others through CP, might people with a higher 
power distance orientation (compared with those with a 
lower power distance orientation) be attentive to and value 
such relationship-building opportunities more because these 
occasions are rare or novel? This conjecture could find 
potential support from research on “novel popout," which 
indicates that people's attention tends to get captured by 
stimuli that are unlikely or less likely to occur (Johnston et 
al 1990) When confronted with two visual patterns, one 
novel and one familiar, people tend to fixate on the novel 
pattern (Bornstein 1985, Fantz 1964) Perceptual fluency 
builds up for certain objects and events after repeated expo- 
sures 1n particular environmental contexts, and when people 
then confront a mixture of novel and familiar objects or 
events, the region of perceptual fluency becomes disturbed, 
and attention flows rapidly and automatically to the nonflu- 
ent region (Johnston et al 1990) 


Managerial Implications 


Customer participation adds a new dynamic to the customer- 
provider relationship that engages customers directly 1n the 
cocreation of value Therefore, understanding how compa- 
nies can harness the benefits and circumvent the drawbacks 
of CP 1s of great importance The findings have several 
implications for firms that are considering or have engaged 
their customers in cocreation of value in the service 
process 


The bottom line. costs versus benefits Customer partic- 
ipation invokes both costs and benefits, and firms should 
regularly review and locate the point beyond which the 
incremental costs outweigh the incremental benefits This 
study reveals another potential cost of CP increased job 
stress for some employees, particularly those with higher 
individualist and lower power distance value orientations, 
which can lead to job dissatisfaction and poor job perfor- 
mance To address this problem, firms could authorize a 
supervisor to handle special customer requests and assist in 
service duties that fall outside service employees’ standard 
operating procedures This step may help reduce disruptions 
to service employees’ regular job functions caused by CP 
and, thus, their job stress (Hsieh, Yen, and Chin 2004) 


Motivating customers to be cocreators To ensure an 
effective value cocreation process, firms need to motivate 
customers to participate For customers with higher collec- 
tivist and power distance value orientations, more effort 1s 


required to help them visualize the economic value of their 
participation. However, firms should look beyond economic 
benefits when motivating customers Managing the service 
experience so that customers can build social bonds with 
employees and develop affective commitment to the firm 1s 
equally important, especially 1n professional services char- 
acterized by high credence properties and service com- 
plexity, which make it difficult for many clients to deter- 
mune the quality of service outcomes and therefore renders 
particular salience to relationship building (Patterson, John- 
son, and Spreng 1997) Customers who perceive the rela- 
tionship as durable should be more motivated to make the 
most of their cocreation opportunities Facilitating the crea- 
tion of relational values not only enhances the benefits of 
CP but also produces a competitive advantage Relation- 
ships alone may not tie customers permanently to the firm, 
but they are difficult for competitors to imitate Customers 
also need to be trained to know what to expect and how to 
behave in given situations, particularly 1n professional ser- 
vices in which the service 1s more complex and customers 
are usually less familiar with the situations (Bitner, Booms, 
and Mohr 1994, Bloom 1984) 


Cultivating a CP culture Just as customers need to 
learn their cocreation roles, employees must adjust to their 
new roles The view of customers as cocreators dictates that 
employees include customers’ new roles and expectations 1n 
their planning and execution of daily operations Employees 
also must recognize the business value of the new approach, 
their responsibilities, and the way it might bring them per- 
sonal benefits For example, organizational socialization 
(Dubinsky et al 1986) could function to orient employees 
to accept the view of customers as cocreators The process 
might include altering policies for recruiting, training, and 
rewarding employees to help customers 1n the cocreation 
effort 

Greater CP requires more flexible and responsive 
employees who can cope with 1ncreased uncertainty. Rela- 
tionship building would be a desirable strategic approach 
Therefore, firms should screen potential employees for their 
social abilities and tendencies to facilitate personal relation- 
ships As Crosby, Evans, and Cowles (1990) suggest, such 
screening implies that some employees will be better friend 
makers than others For example, employees with a higher 
collectivist value orientation tend to cooperate better with 
others and enjoy working with customers as partners, and a 
sociable and pleasant character may enhance the creation of 
relational bonds In contrast, organizations whose employ- 
ees exhibit a lower collectivist value orientation should not 
be too hasty to promote CP, because these employees likely 
wil be less comfortable with special requests and unex- 
pected demands Because they minimally identify with the 
subordinate role, they need time to adapt their behaviors 
and mind-sets to deal with the input uncertainty and 
demand diversity associated with CP 

Service firms might invest 1n training and communica- 
tions to strengthen the scripts of their employees and cus- 
tomers and to help them develop subscripts for dealing with 
obstacles and errors (Mohr and Bitner 1991) Employees 
need training in appropriate coping and problem-solving 


skills to handle customers, as well as their own personal 
feelings, and thereby reduce the overwhelming effect of 
emotional labor (Bitner, Booms, and Mohr 1994) More- 
over, employees should be trained to adjust their behaviors 
to the 1nterpersonal demands of the service encounter Bit- 
ner, Booms, and Mohr (1994) report that almost half of par- 
ticularly satisfying customer encounters result from a con- 
tact employee's ability to adjust the system to accommodate 
specific customer needs and requests 


Matching customers and service employees Culturally 
matched dyads of customers and employees help maximize 
value cocreation, such matching may be particularly feasi- 
ble for services that require teamwork Managers should 
assess the cultural value orientation of clients and allocate 
financial advisors who embody a matching role For exam- 
ple, they should avoid assigning a client who embodies a 
businessperson role to an employee who takes a friend role 
As Grayson (2007) suggests, friendship and business rela- 
tionships create expectations that often conflict and nega- 
tively influence business outcomes 


Limitations and Further Research 


The generalizability of the findings should be considered 
in light of our study's limitations First, the findings are 
more suggestive than conclusive Longitudinal studies 
would help clarify whether cocreated values (economic and 
relational) persist 1n the long run, particularly with regard to 
the relationship-building component Time-lagged data 
would also allow for a proper examination of potential reci- 
procal effects across customer and employee levels Cus- 
tomers and employees must interact and work together to 
cocreate value, their attitudes and emotional responses are 
likely to affect each other in the cocreation process 

Second, the result pertaining to how a customer's power 
distance orientation moderates the effect of CP on eco- 
nomic value creation may be contingent on perceptions of 
the difference in the hierarchical status of the customer and 
service employee In a high power distance society, 1f a cus- 
tomer’s status 1s significantly higher than the service 
employee's, a relationship may never even develop for the 
cocreation of economic value to take place This complex 
effect 1s worthy of exploration in further research 

Third, this research focuses on one professional service 
Further research might consider other services of a similar 
nature (eg , medical, legal), as well as other service con- 
texts, to ascertain the generalizability of the results Profes- 
sional financial services are high in credence properties 
and, for most customers, are high 1nvolvement (Sharma and 
Patterson 1999), so CP seems more likely to prompt cus- 
tomers to perceive sources of value However, ın low- 
involvement service situations, fewer value cocreation 
opportunities for CP may exist, which could cause cus- 
tomers to perceive CP as a chore and adopt a cynical view 
that CP simply provides a means to shift the workload onto 
customers’ shoulders (Auh et al 2007) 

Fourth, the CP construct may 1nclude other dimensions 
(eg, psychological, relational), beyond the behavioral 
notions we adopt Conceptual and empirical work should 
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attempt to integrate these elements into a more unified 
conceptualization 

Finally, we examine only two variables that might alter 
the effect of CP on value creation Organizational culture, 
individual readiness to participate (e g , customer's ability, 
employee's motivation), other cultural values such as uncer- 
tainty avoidance, and personality traits (e g , extroversion) 
could be examined to expand knowledge of the boundary 
conditions of CP 


Summary 


This study examines the emerging service-dominant logic 
of viewing customers as proactive cocreators of value dur- 
ing the service process We delineate and empirically test 
hypotheses pertaining to the creation of economic and rela- 
tional values by CP and the boundaries of its effectiveness 
Using a dyadic sample of both customers and employees of 
professional financial services from Hong Kong and the 
United States, we confirm an extant premise that CP alone 
1s not the key to customer satisfaction but that value cocre- 


ation 1s what matters Our findings uncover a fully mediat- 
ing effect of value creation for not just customers but also 
employees Moreover, the effects of CP on value creation 
are contingent on individual cultural value orientations 
Customers (employees) with higher collectivist and power 
distance value orientations perceive less economic value 
(less job stress) and more relational value from CP These 
findings suggest that fostering CP could be a double-edged 
sword, in that ıt enhances customers’ economic value attain- 
ment and strengthens the relational bonds between cus- 
tomers and employees while also creating job stress for 
employees because of their loss of power and control, 
Increased input uncertainties, and incompatible demands 
and expectations To maximize the benefits and minimize 
the costs of CP, managers should match customers and 
employees by their cultural value orientations Both 
acknowledging and examining the desirability and efficacy 
of CP, as this study does, through value cocreation, a dyadic 
lens, and cultural value contingency would provide 1mpor- 
tant 1mplications for research and practice 


APPENDIX 
Measurement items and Validity Assessment 


Customer Participation 
a= 90, CR = 88, AVE = 69, HSV = 51 1 
(Auh et al 2007, Bendapudi and Leone 

2003, Dabholkar 1990, Ennew and 
Binks 1999, Hsieh, Yen, and Chin 
2004) 


Ci ROG n3 


Customer Economic Value 
a= 90, CR = 88, AVE = 67, HSV = 53. 1 
(Hartline and Ferrell 1996, Zettham! 1988) 


| spent a lot of time sharing information about my needs and opinions with 
the staff during the service process 

| put a lot of effort into expressing my personal needs to the staff during the 
Service process 

! always provide suggestions to the staff for improving the service outcome 
| have a high level of participation in the service process 

| am very much involved in deciding how the services should be provided 


My participation helps me receive 
eHigher quality services 


eMore customized services 

More professional services 

eMore control over the services quality 
eLess service failure 


Job Stress 
a= 92, CR = 86, AVE = 72, HSV = 51 1 
(Singh 1998, Van Yperen and Hagedoorn 
2003) 


Customers' participation 
*Makes me nervous 
eincreases my job stress 


Creates more problems for me 
*Makes me work under conflicting directives 
2 Customers’ participation 
eBrings me a heavier workload 
«Makes me work under more time pressure 
«Makes me work extra hard to finish my tasks 
«Makes it difficult for me to decide how to get my job done 
eTakes away my full authority to determine my work content 


Customer Relational Value 
a= 89, CR = 92, AVE = 71, HSV= 51 1 
Employee Relational Value 


My participation (customers' participation) helps me build a better 
relationship with the service provider (customers) 


My participation (customers' participation) makes the service interaction 


My participation (customers’ participation) helps me receive relational 
approval from the service provider (do a better job to serve their needs) 


| am satisfied with the services provided 
This bank is a good bank to do business with 
The service of this bank meets my expectations 


a= 94, CR = 90, AVE = 74, HSV = 42 2 

(Hartline and Ferrell 1996, Zeithaml 1988) more enjoyable 
3 

Customer Satısfaction 

a= 92, CR = 84, AVE = 61, HSV =48 1 

(Lam et al 2004, Oliver and Swan 1989) 2 
3 
4 
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Overall, | am satisfied with the service provided by this bank 
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Continued 
Job Satisfaction 
a= 88, CR = 88, AVE = 78, HSV = 48 1 lam satisfied with working at this bank 
(Hackman and Oldham 1975, Hartline and 2 This bank is a good employer to work for 
Ferrell 1996) 3 | enjoy working in this bank 
4 Overall, | am satisfied with my job at this bank 


Customer I-C 
a= 94, CR = 90, AVE = 73, HSV = 52 1 
Employee I-C 
a= 93, CH = 86, AVE = 78, HSV = 47 
(Donthu and Yoo 1998, Erez and 
Earley 1993, Youngdahl et al 2003) 


TA GN 


Customer PD 
a= 93, CR = 86, AVE = 68, HSV = 38 1 
Employee PD 
a= 90, CR = 86, AVE = 72, HSV = 52 
(Donthu and Yoo 1998, Erez and 


Individuals should 

«Sacrifice self-interest for the group 

*Stick with the group even through difficulties 

*Pursue their goals only after considering the welfare of the group 
Group welfare is more important than individual rewards 

Group success is more important than individual success 

Group loyalty should be encouraged, even if individual goals suffer 


People in higher-level positions should 

eMake most decisions, without consulting people in lower-level positions 
eNot ask people in lower-level positions for their opinions frequently 
eAvoid social interaction with people in lower-level positions 


Earley 1993, Youngdahl et al 2003) 2 People in lower-level positions should not disagree with decisions made by 
people in higher-level positions 


Employee Job Performance 
(Lam, Chen, and Schaubroeck 2002) 1 


How would you rate the overall performance of this employee? (Answered 
by supervisors) 


Notes « = Cronbach's alpha, CH = composite reliability AVE = average variance extracted, HSV = highest shared variance with other con- 


structs, I-C = individualism-collectivism, and PD = power distance 
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Michael Ahearne, Son K. Lam, John E. Mathieu, & Willy Bolander 


Why Are Some Salespeople Better at 
Adapting to Organizational Change? 


This study empirically examines the longitudinal influences of salesperson goal orientations on performance 
trajectories during a planned change intervention that requires learning to answer two questions First, what is the 
functional form of salespeople’s performance trajectories during a period of change implementation? Second, why 
are some salespeople better at adapting to change than others? Polynomial growth models show that the average 
salesperson performance trajectory displays an initial decline, gradual recovery, and eventual restabilization 
Salesperson learning orientation is related positively to larger initial declines, steeper recovery slopes, and higher 
restabilization levels In contrast, performance orientation is related positively to smaller initial declines, but 
shallower recovery slopes and lower restabilization levels The results suggest that successful implementation of 
planned change interventions largely depends on identifying and appreciating the heterogeneity of individual traits 
that share meaning with the change The study has implications on what sales managers should expect in terms 
of performance losses and gains during change and how managers can predict which salespeople will reap the 
largest performance benefits from a change intervention 


Keywords salesperson, organizational change, adaptation to change, goal orientation, growth modeling 


recent census by the US Bureau of Labor Statistics won or lost with customer-facing employees (Brown 2005), 
(2007) reported that there were some 145 mullion the ability of salespeople to adapt to change, by maintaining 





people, approximately 10% of the workforce, and improving performance, becomes critical for both the 
employed 1n sales and related occupations As a result of the employees encountering change and the firms that employ 
large number of people and dollars involved 1n an organiza- them 
tion’s sales function, a significant body of marketing litera- This study examines how salespeople adapt to a planned 
ture examining the determinants of salesperson perfor- change While planned change is intended to result in 
mance has accumulated (e g, Brown and Peterson 1993, improved performance, it often “simultaneously generates 
VandeWalle, Cron, and Slocum 2001, Weitz, Sujan, and expected performance gain and unexpected performance 
Sujan 1986) While this research has illuminated under- loss” (Ye, Marinova, and Singh 2007, p 156) Our research 
standing of salesperson performance during times of stabil- questions are twofold First, what 1s the functional form of 
ity, little 1s known about salesperson performance during salespeople’s performance trajectories during a period of 
periods of organizational change planned change implementation? Second, and more impor- 
"Change 1s fundamental to a modern business organiza- tant, why are some salespeople better at adapting to change 
tion as a means to keep up with evolving market demands than others? 
and to stay competitive" (Ye, Marinova, and Singh 2007, p Specifically, we draw from the goal orientation litera- 
156) Indeed, practitioners and scholars alike agree that ture and the Lewin—Schein (Lewin 1947, Schein 1964) con- 
change 1s ubiquitous and can be unexpectedly instigated by ceptualization of the phases of planned organizational 
external forces, such as competitors or regulators, or strate- change to derive hypotheses regarding salesperson perfor- 
gically initiated by firms to stay competitive (Day 1994), to mance during times of change With a unique data set that 
discard core ngidities (Leonard-Barton 1992), or to improve combines objective longitudinal performance data and sur- 
performance (Chan 2000) As rapid change becomes veys, we used hierarchical polynomial growth modeling to 
increasingly descriptive of organizational life and because investigate the performance trajectories of 400 pharmaceu- 
the battle for successful change implementation is often tical sales representatives over 12 months before, during, 


and after the switch to a new customer relationship manage- 
ment (CRM) system This type of organizational change 1s 
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salespeople are better at adapting to change by resolving 
tensions between learning and performing, we used sales- 
person goal orientations because these traits are related to 
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how people 1nterpret achievement situations and how they 
are intrinsically and extrinsically motivated to learn, 
unlearn, and perform (Kohl, Shervani, and Challagalla 
1998) 

The findings show that the average salesperson perfor- 
mance trajectory displayed an initial decline, gradual recov- 
ery, and eventual restabilization during the planned change 
intervention Salesperson goal orientations—namely, learn- 
ing and performance orientations (hereinafter, LO and PO, 
respectively)—related to initial declines, recovery slopes, 
and restabilization levels in a countervailing manner In 
addition to addressing important substantive issues for mar- 
keters and marketing scholars 1n the area of organizational 
change and salesperson adaptation, this study responds to 
multiple calls by organizational researchers for increased 
consideration of the role of both time (Armenakis and 
Bedeian 1999) and individual employee dispositions (Bray 
1994, LePine 2003) when studying change By demonstrat- 
ing what sales managers should expect 1n terms of perfor- 
mance losses and gains and how managers can predict 
which salespeople will reap the largest performance bene- 
fits from a change intervention, this study has important 
managerial implications regarding how managers can pre- 
dict and 1mprove salesperson adaptation 

In the next section, we briefly review the Lewin-Schein 
theory of change along with the goal orientation literature 
to develop the research hypotheses We then present the 
empirical findings We conclude with managerial 1mplica- 
tions and future research directions 


Background and Hypotheses 
Development 


Change researchers have long recognized the importance of 
time, often pointing out that conclusions drawn from 
research that 1s indifferent to the effect of time can be mis- 
leading because relationship stability may be mustakenly 
assumed (Armenakis and Bedeian 1999, Van de Ven and 
Poole 1988) More important, change processes may be 
inherently nonlinear (Beer and Walton 1987) These view- 
points are consistent with Lewin's (1947) theory of change, 
which consists of three phases unfreezing, moving, and 
refreezing Schein (1964) elaborates the underlying mecha- 
nisms of these phases from the perspective of interpersonal 
dynamics Next, we discuss the Lewin-Schein theory of 
change ın relation to individual performance trajectories 
Consistent with the change literature, we refer to people 
undergoing the change as “change targets " 


The Lewin—Schein Theory of Change 


Lewin's (1947) first phase of change 1s the unfreezing 
phase, during which a relatively stable level of performance 
1$ thrown into a flux by a change event Schein (1964) sug- 
gests that the unfreezing phase occurs through the disconfir- 
mation of beliefs and behavior and a belief that change 1s 
possible, or psychological safety Essentially, the first phase 
1s characterized by unlearning (Schein 1964, p 365) Con- 
sider a salesperson being confronted with a planned organi- 
zational change After entering the unfreezing period, 
change targets are normally required to crawl out of their 
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comfort zone to ask questions, seek help, experiment, and 
speak up about their concerns These activities are related to 
the unlearning of past routines (Schein 1964), heightened 
interpersonal risks (Edmonson, Bohmer, and Pisano 2001), 
anxiety (Schein 1964), and uncertainty (Burkhardt and 
Brass 1990) These processes cause stress and take time 
away from the normal performance activities The unfreez- 
ing phase then should be associated with an immediate per- 
formance drop 

Lewin’s (1947) second phase of change 1s the moving 
phase Whereas the unfreezing phase 1s best viewed as a 
sudden shock, the moving phase represents a gradual shift 
to some semistable end state Following the initial distur- 
bance caused by the change, a salesperson should begin tak- 
ing proactive steps toward adaptation by “conceptualizing a 
problem, acquiring information about relevant forces, locat- 
ing or developing alternative solutions, and choosing a 
course of action” (Zand and Sorensen 1975, p 535) Schem 
(1964) refers to these processes as “cognitive redefinition ” 
Cognitive redefinition facilitates the shift from the moving 
phase to the subsequent refreezing phase as long as the 
change target 1s open to and capable of proactively using 
and assimilating new sources of information For a sales- 
person, a particularly interesting aspect of the moving phase 
1s the conscious trade-off made between spending time sell- 
ing and spending tume learning to adapt As the change tar- 
get adapts, performance gains are realized because his or 
her time allocation shifts from learning to producing, in 
addition to any benefits that result from implementing the 
change itself Furthermore, uncertainty should diminish 
during the moving phase, enabling change targets to allo- 
cate less time to struggling with new processes (Burkhardt 
and Brass 1990) As a result, the change target's perfor- 
mance should show evidence of an upward recovery trend 
during the moving phase 

Finally, Lewin's (1947) third phase is the refreezing 
phase, which results when performance stabilizes again, 
hopefully at a higher level than before the intervention 
Change researchers have underscored the notion that “the 
mechanism by which the change 1s induced ın the first place 
has consequences for the ease or difficulty of refreezing” 
(Schein 1964, p 388) For example, if change targets 
actively engage 1n information acquisition and assimilation 
during the moving phase, the subsequent self-selected solu- 
tions will be more readily integrated into their existing 
knowledge, producing success levels that are not only 
higher but also more stable (Schein 1964) There are at least 
three reasons for this performance stabilization First, 
diminishing returns on learning might kick in when suffi- 
cient time has elapsed since the initiation of change Sec- 
ond, the change target might move past the initial negatrve 
reaction to the change Third, the change target might 
become more comfortable with postintervention work when 
he or she has learned and formed new habits and routines 
that are “confirmed” as appropriate and effective for the 
new environment (Schein 1964, Zand and Sorensen 1975) 
Thus, we hypothesize the following 


H, Following a planned change intervention, the average per- 
formance trajectory of a salesperson exhibits (a) an initial 


performance decline, then (b) a positive recovery, and (c) 
an eventual leveling off of performance 


Goal Oríentations as Determinants of Adaptation 


Goal orientations have been defined as the "disposition 
toward developing or validating one’s ability in achieve- 
ment settings” (VandeWalle 1997, p 995) Goal ortenta- 
tions are also theorized to be the means by which higher- 
level goals (e g , esteem, affiliation) are achieved (DeShon 
and Gillespie 2005) and the drivers of individual behavior, 
such as learning and skill development (VandeWalle 1997) 
Because organizational change presents an achievement 
opportunity and because achievement constitutes a major 
part of personal selling, salespeople’s goal orientations are 
particularly relevant dispositions that are likely to influence 
their performance during a change Furthermore, our appli- 
cation of goal orientations in the context of change serves 
as a response to Bray’s (1994) call for increased considera- 
tion of the effect of individual traits 1n research on organiza- 
tional change (see also Bryk and Raudenbush 1987, Chan 
2000) 

It is widely recognized that there are two types of goal 
orientation learning and performance-prove orientation, or 
as previously defined, LO and PO Recent research has dis- 
tinguished between PO, which onents people to behave 1n 
an effort to be recognized as achieving performance supe- 
rior to others, and performance-avoid orientation. (AO), 
which orients people to behave 1n an effort to avoid negative 
performance evaluation (Elliot and Harackiewicz 1996, 
VandeWalle 1997, VandeWalle, Cron, and Slocum 2001) 
We do not discuss AO 1n this study for three reasons First, 
goal orientation research 1n marketing and sales has tradi- 
tionally focused solely on PO and LO (Kohli, Shervani, and 
Challagalla 1998, Sujan, Weitz, and Kumar 1994) Second, 
not all empirical results have so firmly implicated AO as the 
dysfunctional aspect of goal orientation. For example, 1n an 
experimental setting, Elhot and Harackiewicz (1996) find 
that AO has no negative effect on task performance, despite 
its negative effect on intrinsic motivation Third, AO was 
initially included ın our analysis but failed to produce a sig- 
nificant effect on salespeople’s performance trajectories 
Therefore, all references to performance orientation 1n this 
text refer specifically to PO 

Learning orientation “orients people to improve their 
abilities and master the tasks they perform," whereas PO 
orients people to “achieve a positive evaluation of their cur- 
rent abilities and performance from important others” 
(Sujan, Weitz, and Kumar 1994, p 39) Although prior 
research has viewed LO and PO as opposite ends of a con- 
tinuum, more recent evidence indicates that they are two 
distinct constructs (Button, Mathieu, and Zajac 1996, 
Sujan, Weitz, and Kumar 1994) Importantly, although 
much research has explored goal orientations, mixed find- 
ings abound regarding the relationship between salesperson 
goal orientations and performance Existing results range 
from a strong and positive relationship (Sujan, Weitz, and 
Kumar 1994) to no relationship (Kohli, Shervani, and Chal- 
lagalla 1998) The notion that these conflicting results can 
be resolved by considering the interaction between goal ori- 


entations and time has been suggested by some (e g , Kohli, 
Shervani and Challagalla 1998, Payne, Youngcourt, and 
Beaubien 2007) We subject the longitudinal relationship 
between these goal orientations and performance during 
learning-related change to empirical scrutiny 


LO The key element of LO 1s a person's strong intrinsic 
desire to 1mprove his or her skills for the sake of being able 
to do things better by allowing him- or herself to "develop 
skills and abilities that are beneficial over a longer period of 
time” (Kohli, Shervani, and Challagalla 1998, p 271) 
Payne, Youngcourt, and Beaubien (2007) also suggest that 
people high 1n LO engage in “deep” learning strategies (see 
also Elliot and Harackiewicz 1996) Such people use obsta- 
cles as a cue to increase their effort, consider mistakes part 
of the learning process, and place high value on personal 
growth (Dweck 1986, p 1042) 

The combination of the Lewin-Schein theory of change 
and the goal orientation literature suggests that people with 
a strong LO are more likely to unfreeze at a faster rate 
because they unlearn faster and consider feedback seeking 
less costly and more valuable (VandeWalle, Cron, and 
Slocum 2001) Such people seek to disconfirm prior beliefs 
and forsake ineffective behavior earlier than their low-LO 
counterparts High-LO targets also possess a “can-change”’ 
attitude, and as a result, they are more likely to embrace the 
challenge of change without much fear or anxiety Because 
high-LO change targets engage 1n deep learning, their 
investments ın mastering new knowledge and unlearning in 
the unfreezing phase are more likely to pay off 1n the mov- 
ing phase Finally, compared with low-LO people, high-LO 
people are more poised to identify effective learning strate- 
gies that are crucial 1n reaching a higher level of perfor- 
mance during the refreezing phase (Zand and Sorensen 
1975) This suggests the following 


H, Following a planned change intervention, compared with 
low-LO salespeople, the performance trajectory of high- 
LO salespeople exhibits (a) a larger initial performance 
decline, (b) a steeper positive recovery, and (c) a higher 
eventual level of performance 


PO Performance orientation 1s primarily manifested 1n 
a person's desire to be viewed positively relative to others 
through the demonstration of his or her current ability. Pre- 
vious research has shown that a high-PO person 1s extrinsi- 
cally motivated and primarily focused on the present 
(Kohh, Shervani, and Challagalla 1998) Together, the goal 
orientation literature and the Lewin-Schein theory of 
change suggest that during the unfreezing phase, high-PO 
people experience a smaller decrease in their performance 
than low-PO people Change targets who are primarily dri- 
ven by PO experience some performance drop because they 
take time to learn and adapt to the change since they believe 
that doing so will contribute to their performance However, 
those with a strong PO engage in “shallow” learning, prefer 
a functional understanding to an expert understanding, and 
allocate less time to learning (Payne, Youngcourt, and 
Beaubien 2007) Such people seek “normative competence” 
(Porath and Bateman 2006, p 186) 
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Given that high-PO change targets use shallow learning 
strategies to lessen their initial performance drop, their rate 
of recovery dunng the moving phase will be lower for two 
primary reasons First, these change targets must ultimately 
devote time to learning to adapt so that they can maintain an 
acceptable level of performance relative to early adopters, 
who might now excel over them Second, because high-PO 
change targets are extrinsically motivated, they are more 
likely to be occupied with passive and other-directed behav- 
1ors, and their adaptation might not be highly effective 
Finally, because of the lack of significant learning 1mmedi- 
ately following the unfreezing phase, a high-PO person will 
ultimately have a difficult tıme “catching up" and will 
arrive at a lower performance level approaching the refreez- 
ing phase This suggests the following 


H4 Following a planned change intervention, compared with 
low-PO salespeople, the performance trajectory of high- 
PO salespeople exhibits (a) a smaller initial performance 
decline, (b) a flatter positive recovery, and (c) a lower 
eventual level of performance 


Method 


Overall Study Context 


The adoption of sales technologies, such as a CRM system, 
is an important area of change 1n sales management The 
worldwide CRM market has doubled in recent years, 
exceeding revenues of $7 billion (Bailor 2007) Although 
sales technology adoption 1s an entrenched research area 
(e g , Davis, Bagozzi, and Warshaw 1989, Hunter and Per- 
rault 2007), research on the ups and downs of salesperson 
performance during postadoption processes, such as tech- 
nology utilization, upgrade, and change, remains sparse 
(Ahearne et al 2008) Accordingly, our focus is on sales 
technology change Sales technology change 1s disruptive to 
salesperson performance in a unique way because (1) sales 
technology plays a central role 1n transforming salesperson 
inputs into important customer-related outputs, (2) new 
technology represents a learmng opportunity that has the 
potential to affect performance over time, and (3) sales- 
people are always under pressure to achieve higher perfor- 
mance, leading to a particularly salient tension between 
learning and performing when adaptation to new situations 
1s required. Because salespeople are the revenue-generating 
employees of the organization, these issues have direct 
implications on a firm's bottom line 


Sample and the Change Context 


We collected data from a division of a major U S. pharma- 
ceutical company that was 1ntroducing a new suite of sales 
technology tools to 1ts sales force Sales representatives 1n 
this division were responsible for detailing to physicians in 
their assigned territory 


The change context The change context was best 
described as the transition from a homegrown contact man- 
agement system to a full-scale process-driven sales force 
automation system The change started with training ses- 
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sions six months before the actual rollout of the new sys- 
tem The distinction between these two systems was far 
from subtle, and the impact of this technology change on 
the sales force was highly disruptive 

The old system was essentially a passive database that 
stored information on sales meeting history, including notes 
and product samples provided to the physicians The new 
suite of software not only offered these same contact man- 
agement features but also allowed for active, automated 
information processing and provided dramatic improve- 
ments in terms of route planning, competitive information 
(e g , prescription-writing trends of the salesperson’s prod- 
uct versus competitive products), multichannel coordination 
(eg, centralizing physician-related information obtained 
from the salesperson, company call center, and company 
Web site), and the ease with which salespeople could run 
periodic reports for their managers 

Use of these advanced features required a great deal of 
training and represented a significant increase in the time 
the salesperson spent entering data For example, following 
a sales call, a salesperson would need to enter notes specifi- 
cally focused on the result of the meeting, objections that 
arose during the meeting, and the obyective for the next 
meeting Furthermore, ıt was essential that the user knew 
not only what information to enter but also how 1t should be 
entered (1e, the process) Under the old system, the sales- 
person would merely check the meeting off of the task list 
and enter whatever notes he or she viewed as personally 
relevant After properly learned and routinized, however, 
the new system offered efficiency benefits that enabled the 
user to increase his or her performance These efficiency 
gains made up for the extra time spent on data entry 
because a multitude of the salesperson’s decisions and plan- 
ning activities were now fully automated by the new sys- 
tem For example, rather than spending time at the begin- 
ning of each day deciding which physicians to call on, the 
order 1n which to visit them, and which products to focus 
on, the salesperson was able to rely on the new system to 
generate his or her daily call schedule, plan the optimal 
route, provide competitive prescription-writing trends, and 
provide customized printouts describing previous meetings 
with the customer (including multichannel contacts) down 
to assessment of the physician’s personality, office atmos- 
phere, and common objections All this information would 
be generated automatically, and assuming adequate learning 
occurred, these efficiency gains provided the opportunity 
for performance improvements that more than compensated 
for the increased data entry requirement 


Data collection We administered surveys in the month 
preceding the actual sales technology rollout Surveys were 
sent to 449 salespeople ın a specialty division of a major 
pharmaceutical company We then paired the survey partici- 
pants with their archival performance data In total, we had 
complete information from 400 salespeople, for an effective 
response rate of 89% Incomplete data were attributable to 
people failing to respond to the survey or missing perfor- 
mance data Supplemental analyses showed that this sub- 
sample did not differ significantly from the total sample on 


any study variables The study sample comprised approxi- 
mately 52% women, and the median age was approximately 
30 years Respondents’ average experience in a sales job 
was 11 1 years (SD = 8 3), their average tenure within the 
company was 6 2 years (SD = 6 2), and they had worked in 
their territories an average of 3 6 years (SD = 43) 

Most important, the data and the context of the change 
satisfy the conditions for studying change—namely, (1) 
multiple waves of data, (2) a continuous outcome that 
changes systematically over time, and (3) a sensible metric 
for time (Singer and Willett 2003) Moreover, the prean- 
nouncement of the CRM technology switch serves as the 
initiation of the unfreezing phase The time surrounding the 
actual launch of the new CRM suite represents the moving 
phase, and this subsequently leads to the refreezing phase 


Measures 


Goal orientations We measured salesperson goal oren- 
tations using seven-point Likert scales adapted from Sujan, 
Weitz, and Kumar (1994) We measured LO with six 1tems 
(œ = 76) and PO with four items (a = 70) Confirmatory 
factor analyses showed that these items loaded on their 
intended factor Constraining the correlation of the two con- 
structs to unity resulted in significantly worse model fit 
(Ax? [d f = 1] = 905, p < 00), suggesting that the two con- 
structs had discriminant validity 


Sales performance We collected sales performance, 
relative to quota, from the corporate archive for 12 months, 
covering the month when training started through 6 months 
after the roll-out The pharmaceutical firm had a consulting 
firm set its quota system for the whole year We used sales 
to quota for several reasons First, the consulting firm calcu- 
lated quota using extensive historical data, salesperson 
variables, and market forecasts Therefore, this quota-based 
performance controlled for seasonality, differences 1n sales- 
person skills, sales territories, competitors, and other poten- 
tial confounding factors to measure true salesperson perfor- 
mance Second, sales quotas have been shown to be a good 
objective measure of salesperson job effectiveness 
(Churchill et al. 1985, Zoltners, Sinha, and Lorimer 2006), 
with a long history of successful application 1n the market- 
ing and sales literature (e g, MacKenzie, Podsakoff, and 
Fetter 1993, Ross 1991, Zoltners, Sinha, and Lorimer 
2006) Third, because sales quota 1s one of the most 1mpor- 
tant performance criteria and motivators for salespeople 
(Ross 1991) and because it reflects what salespeople actu- 
ally did rather than what they could do, it 1s a better crite- 
rion variable 1n the context of adaptation to change (Chan 
2000) The firm did not have its quota adjusted specifically 
because of the change, since 1t did not anticipate the change 
to be highly disruptive Average sales quota performance 
rose significantly from the baseline penod when training 
started to the postintervention period (baseline period. M = 

96, SD = 09, postintervention period M = 99, SD = 25, 
(399) = 2 53, p < 05) 


Covariates We controlled for three important factors 
that may influence salesperson adaptation to technology 
change and performance openness to change, work experi- 


ence, and previous use of sales technology Openness to 
change 1s one of the Big Five personality traits, 1t captures 
the extent to which a person 1s intellectually intrigued by 
new situations and 1s amenable to new ideas (Barnck and 
Mount 1993) We measured individual openness to change 
with a seven-item, seven-point Likert scale (a = 70) 
adapted from the personal characteristics inventory (for a 
full description, see Barrick and Mount 1993) Example 
items include the following “I spend time reflecting on 
things,” “I am quick to understand things," and "I prefer 
variety to routine” Work experience was indexed as the 
average of a salesperson’s years (1) 1n sales, (2) with the 
company, and (3) in a particular territory (a = 80) We 
formed a composite experience measure by averaging 
z-scores of the three indexes We assessed previous use of 
sales technology using four seven-point Likert items that 
asked how much each salesperson used each of the four 
facets of the sales technology system (1) targeting, (2) 
planning, (3) scheduling, and (4) reporting (œ = 80) We 
averaged item responses to form a summary score 


Analytical Procedure 


The data in this study followed a two-level framework 
Sales performance constituted an intraperson, or temporally 
varying, measure (1 e , Level 1, with 12 repeated measures) 
that was subject to the interperson (1 e , Level 2) influences 
of the two goal onentations We employed random coeffi- 
cients growth modeling techniques 1n the form of hierarchi- 
cal multivariate linear modeling (HMLM, see Raudenbush 
and Bryk 2002) to test our hypotheses We briefly describe 
the analytical procedure here and provide further details 1n 
the Appendix 

The Level 1 (within-subject, or intraperson) model uses 
time-related variables to predict changes ın the outcome 
variable In this study, sales performance trajectories (Y,)) 
are a function of the linear (t) and potential higher-order 
quadratic (t2) and cubic (t?) time trends We centered time at 
the start of the change when traming began, thus, the inter- 
cept term represents performance of an average salesperson 
at the start of the period observed We standardized the 
Level 2 predictors to facilitate interpretation 

The time-series nature of performance means that 
within-subject errors will exhibit some degree of autocorre- 
lation (Bhese and Ployhart 2002) Thus, we first modeled 
the influences of linear, quadratic, and cubic temporal 
trends on the Level 1 performance, and then we examined 
alternative models of their error variances (Bliese and Ploy- 
hart 2002, Singer and Willett 2003) In this regard, HMLM 
not only provides a statistical test of the general time- 
related trends exhibited within each salesperson but also 
reports a deviance statistic that follows a chi-square distrib- 
ution These deviance scores can be used to perform nested 
model contrasts to test whether temporal patterns are homo- 
geneous across individual salespeople Notably, heterogene- 
ity of one or more Level 1 temporal parameters 1s a prereq- 
uisite for modeling Level 2 effects The use of this 
longitudinal design and growth modeling technique enables 
researchers to test such hypotheses, which would not be 
feasible with more traditional regression or repeated mea- 
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sures analyses (see Bliese and Ployhart 2002, Bryk and 
Raudenbush 1987) 


Results 


Correlations Table 1 presents correlations and descrip- 
tive statistics for all study variables In general, neither 
salespeople's experience nor their use of prior technology 
exhibited any significant correlations with performance 
over time Both LO and PO evidenced some modest but sig- 
nificant and positive correlations with sales performance in 
the months surrounding the intervention In summary, the 
zero-order correlations suggested that few relationships 
existed between the two types of goal orientations and per- 
formance However, interperson results such as these may 
fail to reveal the underlying dynamics Furthermore, pair- 
wise correlations are based on the assumption of linear rela- 
tionships, which might not necessarily be true in this case 1f 
our theoretically derived hypotheses are supported 


Baseline analyses As an exploratory step, we first plot- 
ted the performance trajectories of a random sample of 20 
salespeople using smoothing lines The plots in Figure 1 
exhibited significant heterogeneity across these salespeople, 
but a well-defined pattern of three phases of change— 
unfreezing, moving, and freezing— emerged 

We then proceeded with formal data analysis Taken as 
a whole, we calculated that 79% of the total variance ın 
salesperson performance resided within subjects (over 
time), and 21% of the total variance resided between sub- 
Jects Adding a fixed (1e, consistent across salespeople) 
linear trend to the within-subjects model yielded a signifi- 


FIGURE 1 
Stylized Salesperson Performance Trajectories 
During the Change 
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cant model improvement (Ay2(1) = 23027, p < 001), 
though adding the fixed quadratic trend did not (Ay2(1) = 
237,ns) However, adding a fixed cubic trend produced a 
significant increase in accounted-for variance (Ay2(1) = 
182 82, p < 001) Collectively, the three temporal trends 
accounted for approximately 24% of the total variance ın 
sales performance over time Far more important for testing 
our hypotheses was the variability of these performance 
trajectories 

Nested model contrasts between fixed and random tra- 
Jectories illustrated that significant variability was evident 
for each of the Level 1 parameters Specifically, from the 
base model, we discerned that the individual intercepts var- 
1ed significantly (xy? = 1662 52, p< 001) Next, we added a 
fixed linear term (y?(4) = 12,839 54), which when allowed 
to vary freely (y2(6) = 11,551 98) evidenced a significant 
model improvement (Ay2(2) = 1375 25, p < 001) Sımı- 
larly, adding a fixed quadratic term yielded a model (x2(7) = 
11,548 54) that improved significantly (Ax?(3) = 381 85, 
p < 001) when permitted to vary freely (%2(10) = 
11,216 15) Finally, adding a fixed cubic trend (y2(11) = 
10,897 25) also yielded a model that improved significantly 
(Ax2(4) = 161 92, p < 001) when permitted to vary freely 
(¥2(15) = 10,735 33) These results indicate that different 
salesperson performance trajectories were evident, which 
enabled us to test our hypotheses The random linear, qua- 
dratic, and cubic trends accounted for approximately 21%, 
8%, and 1% of the 1nterperson variance over time, respec- 
tively This translates to approximately 40% of total sales 
performance vanance within and between subjects (Rau- 
denbush and Bryk 2002, Snyders and Bosker 1999) 

We mentioned that because of the temporal nature of the 
Level 1 data, error terms associated with adjacent months 
are more likely to be correlated (for details, see the Appen- 
dix) We performed a series of nested model tests and deter- 
mined that an unrestricted error term structure fit signifi- 
cantly better than the homogeneous (Ay2(67) = 4481 30, 
p < 001), autoregressive (Ay2(66) = 4481 30, p < 001), or 
heterogeneous (Ax?(56) = 3719 29, p < 001) structures, 
respectively We also used Akaike's information criterion 
(AIC) and Bayesian information criterion (BIC) to evaluate 
the models (AIC = -2LL + 2K, BIC = —2LL + K In[n], 
where —2LL ıs the deviance statistic, K ıs the number of 
parameters being estimated, and n 1s the sample size) These 
two criteria “penalize” models with potential excesses in 
the number of estimated parameters We found that the 
unrestricted model has the lowest AIC and BIC Therefore, 
we employed an unrestricted error matrix in the remaining 
analyses (for further details, see Bliese and Ployhart 2002, 
Raudenbush and Bryk 2002) 


Hypothesis tests Table 2 presents a summary of the 
equations estimated for performance trajectories and the 
HMLM results in unstandardized coefficients We first 
regressed the performance intercept and three temporal 
trends simultaneously onto three covariates openness to 
change, experience, and previous technology use As the 
“Covariates Only" columns of Table 2 depict, all covariates 
except previous use of sales technology farled to account 
for significant variance 1n the overall performance trajecto- 
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TABLE 2 
Hierarchical Linear Modeling Results 





A: Model Specification 





Model Specification 














Level 1 Yu = Mo, + Nyt + Mot? + Ngt + ey 
Level 2 To, = Boo + Bo1(OC) + Boo(EXP,) + Bog(USE,) + Bo4(LO;) + Bos(PO) + ro, 
T4, = B410 + B44(OC) + Byo(EXP,) + Big(USE,) + By 4(LO,) + B45(PO)) + ry, 
Ta = Boo + Boy(OC,) + Boo(EXP,) + Bog(USE,) + Bo4(LO)) + Bas(PO,) + rz, 
Ta, = Bao + B31(OC) + Bgo(EXP,) + B35(USE) + Ba4(LO) + Bg5(PO,) + ra, 
B: Estimation Results 
Intercept (7,) Linear Trend (74);) Quadratic Trend (75) Cubic Trend (z4)) 
Covariates Full Covariates Covariates Full Covariates Full 
Predictors Only Model Only Model Only Model Only Model 
Intercept 1 0443 1 0444 — 0427 — 0428 0064 0065 — 0003 — 0003 
( 0082)** ( 0082)** ( 0050)** ( 0049)** ( 0008)** ( 0008)** (00003)" (00003)** 
OC 0059 0044 — 0015 — 0008 0002 — 0000 — 0000 0000 
( 0084) ( 0097) ( 0051) ( 0059) ( 0008) ( 0010) ( 00004) ( 00005) 
EXP — 0079 — 0077 0063 — 0009 — 0008 0000 0000 
( 0082) ( 0083) ( 0050) ( 0050) ( 0008) ( 0008) ( 00004) ( 00004) 
USE 0175 0172 — 0086 — 0085 0013 0012 — 00005 — 00005 
( 0083)* ( 0084)* ( 0051)* ( 0051)* ( 0009) ( 0009) ( 00004) ( 00004) 
LO 0063 — 0099 0023 — 0001 
( 0111) ( 0067) ( 0011)* ( 00005)* 
PO — 0045 — 0023 0001 
( 0102) ( 0061)* ( 0010)* ( 000048)* 


*p < 05 (one-tailed tests) 
**p « 001 (one-tailed tests) 


Notes Y = sales performance per quota, OC = openness to change, EXP = experience, and USE = previous technology use Cells depict 
unstandardized parameter estimates, and values in parentheses are standard errors | = individual, n = 400, t O, ,11 For the 
unrestricted model, the between-subjects variation is incorporated in the Level 1 error structure (Raudenbush et al 2001) 


nies (Ay2(12) = 1039, ns) Inspection of the individual 
parameter estimates revealed that only previous use of tech- 
nology significantly and positively influenced the intercept 
(B = 0175, p < 05) but significantly and negatively influ- 
enced the linear trend (B = — 0086, p < 05) 

This covariates-only model provided strong support for 
the anticipated performance trajectory advanced in H,,-H,;, 
More specifically, the cubic trend was negative (1 = — 0003, 
p< 001), suggesting a downward sloping pattern at the mı- 
tial stage, as we predicted in H,, In support of Hip, the qua- 
dratic trend was positive (x = 0064, p « 001), suggesting a 
positive recovery from the previous decline as time pro- 
gressed farther from the initiation of training Although the 
linear trend was significantly different from zero (m = 
— 0427, p « 001), as time progressed, the opposite signs of 
the slope of the cubic and quadratic terms suggested that 
after the 1ntervention, the average performance trajectories 
would be mainly determined by the countervailing effects 
of these quadratic and the cubic trends 

Because we centered time scores at the start of the 
planned change when training began, all the time scores 
were positive after the first month The plateau effect, as 
predicted in Hic, would be supported if the performance tra- 
Jectory exhibited diminishing returns (rather than increasing 
returns) as time elapsed after the intervention such that 
performance gains slowed down after recovery To test H;,, 
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we examined the sign of the second derivative of 
the performance trajectory during the refreezing phase, 
d2Y/dt2 = 6741 + 215, evaluated at t > 0 because ıt captured 
the curvature of the trajectory (1e , the rate of change of the 
slope itself) H4, would be supported if, given t > 0, (6t)rt; + 
(2) becomes more negative From the estimated parame- 
ters in Table 2 for the slopes of the quadratic and cubic 
terms, we can intuitively observe that when the time score 
passed t = 8 5 (1e , the inflection point), this rate of change 
of the slope became negative More formally, as long as the 
cubic trend was significantly negative and the quadratic 
trend was significantly positive, when the time scores 
became larger, the diminishing-return phenomena would 
kick ın We conducted this multivariate test by simultane- 
ously constraining the slopes of both the cubic and the qua- 
dratic terms to zero The fit of the constrained model was 
much worse than that of the unconstrained model (Ay2(2) = 
76 74, p « 00) Thus, 1n support of Hie the performance 
trajectory of an average salesperson plateaued during the 
refreezing phase 

Next, we added the two goal orientations 
simultaneously to the performance intercept and three 
temporal parameters equations As the “Full Model” 
columns of Table 2 depict, these goal orientations interacted 
with time to explain significant variance in the overall 
performance trajectories Inspection of the individual 
parameter estimates revealed that previous use of 


technology remained significant and positively influenced 
the intercept (B = 0172, p « 05) and negatively influenced 
the linear term (B = —0085, p « 05) Although the goal 
orientations did not influence the magnitude of the 
intercept, PO exerted significant, positive effects on the 
linear trend (B — 0119, p « 05), while LO did not have an 
influence on this linear trend (B = —0099, ns) H5,-Hoy 
and H4,—H4, referred to the influence of goal orientations 
on the slope coefficients of the performance trajectory 
during the unfreezing and the moving phases The results 
support these hypotheses Specifically, LO added a 
significant, negative influence on the negative cubic trend 
(B 2 —0001, p « 05), which was the dnving force of the 
dechne of the polynomial during the initial stage 
Therefore, the results support H5, As Hy, predicted, LO 
contributed a significant, positive influence on the positive 
quadratic trend (B = 0023, p « 05), which was responsible 
for pushing the performance trajectory to recover from the 
performance trough Conversely, PO exerted a positive 
influence on the slope of the cubic term (B = 0001, p « 05) 
and a negative 1mpact on the slope of the quadratic term 
(B = —0023, p < 05) In other words, salespeople with 
higher PO exhibited a smaller initial performance decline 
during the unfreezing phase but a flatter positive recovery in 
the moving phase, ın support of H3, and H3, 

As we mentioned in testing Hic, the eventual level of 
performance leading into the refreezing phase was mostly 
determined by the countervailing effects of the positive 
quadratic and the negative cubic trends mn determining the 
curvature The intuition is that when the slope of the 
quadratic term 1s larger than that of the cubic term, at any 
same point immediately after the performance trough, the 
recovery will take place at a faster, positive rate (1e, the 
curvature turns positive) before diminishing returns kick 
in (ae, the curvature becomes negative) Thus, the 
performance trajectories would climb to higher maxima In 
other words, support for Hz, and H3, exists if the positivity 
of the quadratic trend ıs enhanced (impaired) by LO (PO) 
and the negative (positive) 1mpact of LO (PO) on the cubic 


trend ıs smaller than the positive (negative) impact of LO 
(PO) on the quadratic trend, respectively Together, this 
means that the 1mpact of LO and PO on the recovery 
process (1e, through the quadratic trend) 1s more potent 
than their respective countervailing effects on the 
diminishing-return process (1e, through the cubic trend) 
before the maxima ıs reached, thus creating differential 
plateaus during the refreezing phase The full model in 
Table 2 shows that both of these conditions existed, in 
support of H», and Ha. 

Because of the complex hierarchical nature of the 
model, we tested H», and H4, using numerical simulation 
Using the estimated parameters from the specified growth 
models, the range of the standardized scores of salesperson 
LO and PO in the data, and Aiken and West's (1991) 
recommendation in testing interaction, we replaced LO and 
PO with various values from -1 (“low”, —1 standard 
deviation) to +1 (“high”, +1 standard deviation) at Level 2 
and then calculated the times at which the performance 
trajectories of salespeople with these goal orientation 
profiles reached the maxima and the corresponding 
maximum performance levels Although the estimated 
times at which performance was maximized were roughly 
one month beyond the observation range (for the 
advantages of the HMLM's empirical Bayesian method to 
predict future status over ordinary least squares, see 
Raudenbush and Bryk 2002), simulation results in Table 3 
clearly show that low-LO salespeople would level off at a 
maximum performance of 98, or 296 below the quota 
Meanwhile, high-LO salespeople would level off at a higher 
maximum, 1 057, which would be approximately 6% above 
the quota In contrast, low-PO salespeople would be 6% 
above their quota, while high-PO salespeople would be 2% 
short of quota These results provide support for Hy, and 
Ha, (Readers can also refer to time to minimum as a 
contrast ) 

We plotted the interactions by computing the perfor- 
mance trajectories for "high," average (mean), and "low" 
levels of LO and PO These plots parallel conventional 


TABLE 3 
Simulation of Performance Trajectories' Maxima and Minima 


Learning Orientation Standardized Score 


1230 1229 1228 1227 1226 1225 
1011 1019 1026 1034 1041 1049 1057 





—.2 0 2 4 6 8 1 
470 4 54 4 40 4 28 4 18 4 09 4 01 


959 959 959 958 958 957 957 
12 25) 


Performance Orientation Standardized Score 


Trajectory 

Parameters -1 — 8 —.6 —4 
t-min 575 540 512 4 89 
Perf-min (1 = 100%) 958 959 959 959 
t-max 1240 1237 1234 1232 
Perf-max 981 988 996 1003 
Trajectory 

Parameters -1 —8 —-6 -4 
t-min 4 13 4 19 4 26 4 34 
Perf-min 948 950 953 955 
t-max 1268 1262 1255 1248 
Perf-max 1057 1050 1042 1034 


—.2 0 -2 4 .6 .B 1 
4 43 454 4 67 4 83 5 02 527 5 61 


957 959 961 963 965 966 968 


1239 1229 1216 1201 1183 1159 1126 
1026 1019 31011 1004 996 989 982 


Notes t-min = time to minimum (month), t-max = time to maximum (month), Perf-min = minimum performance on sales quota, and Perf-max = 
maximum performance on sales quota We used standardized scores for LO and PO, —1 = one standard deviation below the mean of 
zero (low condition), 1 = one standard deviation above the mean of zero (high condition), and 0 = average 
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methods for depicting interactions following significant 
moderated multiple regression results As Figure 2 shows, 
to the extent that salespeople reported relatively high LO, 
their performance suffered during the training periods lead- 
1ng to the actual rollout of the new technology Presumably, 
such salespeople were diverting their attention from job 
activities to learning the new system However, these same 
people evidenced the most positive slope following the roll- 
out and exhibited the highest sales performance six months 
later In contrast, while the performance of salespeople with 
relatively low LO suffered the smallest performance decre- 
ments through the training period, their performance con- 
tinued to taper off and illustrated lower performance six 
months later Presumably, this was attributable, at least 1n 
part, to them not having learned the intricacies of the new 
technology This pattern of results 1s consistent with the 
form advanced in H2,—Hp>, 

Figure 3 shows the influence of salespeople’s PO on 
their performance trajectories over time This plot is virtu- 
ally a mirror 1mage of that for the LO influence, even 
though LO and PO were positively correlated (p = 53, p < 
001) and both effects were modeled simultaneously 
Specifically, to the extent that salespeople reported rela- 
tively high PO, their sales performance suffered the least 
during the training period However, these high-PO sales- 
people evidenced a sharp decline in sales performance fol- 
lowing the actual rollout In contrast, the sales performance 
of people with relatively low PO declined the most during 
the training period and then evidenced the steepest positive 


FIGURE 2 
LO Longitudinal Influence on Salesperson 
Performance Trajectories 
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slope following the intervention These results are consis- 
tent with the trajectories advanced in H3,—H3, 


General Discussion 


Scholars have illustrated that time can and should enter into 
theories to capture possible nonlinear relationships, to 
improve causal inference, and to reflect the reality that per- 
formance is time dependent (Chen and Mathieu 2008, Hof- 
mann, Jacobs, and Baratta 1993, Rindfleisch et al 2008) 
The criticality of time. moves to the fore 1n the context of 
organizational change (Armenakis and Bedeian 1999, Van 
de Ven and Poole 1988) We add empirical support to these 
clams This study not only examines the largely ignored 
dynamic relationship between salesperson goal orientations 
and performance but also opens up a new perspective on 
studying several important phenomena ın the change-laden 
personal-selling profession In addition, the findings pro- 
vide a sneak peek into the fascinating role of human factors 
in CRM processes that deserve more academic attention 
(Boulding et al 2005) The results also complement the lit- 
erature on market-driven organizational learning and LO 
(Baker and Sinkula 1999, Calantone, Cavusgil, and Zhao 
2002) in that learning, at either the individual or the orgam- 
zational level, has an important influence on performance 
during times of turbulence Next, we briefly discuss the 
findings, their implications, and opportunities for further 
research 


FIGURE 3 
PO Longitudinal Influence on Salesperson 
Performance Trajectories 
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Consistent with the hypotheses based on the Lewin- 
Schein theory of change, the results suggest that surround- 
ing an organizational change intervention, the average 
salesperson performance trajectory declined during the 
unfreezing phase, increased during the moving phase, and 
leveled off during the refreezing phase We found that LO 
amplified the performance drop ın the unfreezing phase, 
accelerated the positive recovery slope during the moving 
phase, and increased the level at which performance restabi- 
lized during the refreezing phase In contrast, PO counter- 
vailed the effects of LO on salespeople’s performance tra- 
Jectory The results seem to suggest that high-PO 
salespeople follow a more short-term-oriented strategy to 
adapt to change and are more likely to become slaves to 
routines than those with high LO 

By shifting the focus of research on salesperson perfor- 
mance 1n times of stability to times of change, we show that 
the relationship between salesperson traits and performance 
is nonlinear and more complex than a simple positive or 
negative relationship The change of the sign of the relation- 
ship between individual traits and performance over time 1s 
important 1n several regards First, ıt shows that while sales- 
people react to organizational change 1n different ways, it 1s 
possible to 1dentify distinct patterns of their adaptation to 
the change, using predictors that are known to be stable 
over time Second, mixed findings 1n previous research on 
the relationship between salesperson goal orientations and 
performance, ranging from a strong and positive relation- 
ship (Sujan, Weitz, and Kumar 1994) to no relationship 
(Kohh, Shervani, and Challagalla 1998), might be due to 
the failure to consider the criticality of time (Kohl, Sher- 
vani, and Challagalla 1998, Payne, Youngcourt, and 
Beaubien 2007, Rindfleisch et al 2008) For example, the 
current findings seem to suggest that high-PO salespeople 
tend to invest time in shallow learning and therefore are less 
prone to performance decline during the unfreezing phase 
of a change, yet these same salespeople will have a difficult 
time recovering during the subsequent moving and refreez- 
ing phases Had we narrowed our attention to the initial 
unfreezing stage only, we might have erroneously con- 
cluded that PO helped salespeople maintain good perfor- 
mance during times of change 

To make this concrete, Table 4 shows that had we used 
famihar techniques, such as multiple regression analysis, 
and confined ourselves to cross-sectional data for a specific 


month, we would have come to any of the following 1ncom- 
plete conclusions (1) the relationship between goal orienta- 
tions and performance does not exist, (2) LO 1s positively 
and/or not related to performance, and (3) PO 1s positively 
and/or not related to performance In other words, a longitu- 
dinal research design can be useful in understanding 
the dynamics of salesperson performance during times of 
instability 

This study yielded some other noteworthy results 
Though not hypothesized, 1t 1s 1ntuitively possible that LO 
and PO interactively determine how a salesperson adapts to 
the change The pairwise correlation between LO and PO ın 
this study is positive and moderately high (p = 527, p « 
00) This 1s consistent with previous research showing that 
these two traits are not on opposite sides of a continuum 
(eg, Button, Mathieu, and Zajac 1996, Kohl, Shervani, 
and Challagalla 1998), thus, there 1s a possibility of an 
interaction However, 1n our post hoc analysis, the interac- 
tion between these two traits in predicting salesperson per- 
formance trajectories was not significant In conjunction 
with the effects we found, this buttresses the notion that 
these two traits not only operate independently but also 
countervail each other (1e, one facilitating change, one 
impeding change) This reflects the paradox of stability and 
instability (Van de Ven and Poole 1988, p 48) 

How should the results be interpreted given the high 
positive pairwise correlation between LO and PO? First, 
this means that LO and PO have countervailing effects that 
call for managerial attention during change Second, pair- 
wise correlation 1s based on the assumption that the rela- 
tionship between constructs 1s linear As a side note, we ran 
a regression of LO on PO and its square term We found 
that both the linear (B = 43, p < 00) and the quadratic (D = 
— 25, p « 00) terms were highly significant. This implies 
that the relationship between LO and PO might be nonlin- 
ear, following an inverted U shape This also suggests that 
high-PO salespeople can be low-LO salespeople The litera- 
ture has been silent on this, and we refrain from making any 
hasty conclusion Further research 1s needed to examine this 
issue 


Managerial Implications 


How do managers identify determinants of salesperson 
adaptation to change? The results suggest that not all dis- 
positions will determine how people adapt For a learning- 


TABLE 4 
Cross-Sectional Multiple Regression Results 


Predictors t=0 t=1 t=2 t=3 tz4 
OC 03 02 — 01 —-07 06 
USE 07 127* 05 05 — 06 
EXP — 06 01 — 01 06 06 
LO 02 — 02 — 05 — 02 -05 
PO — 02 04 08 14** 08 
*p< 10 

"D< 05 


Performance 
t=5 t=6 t=7 t=8 t=9 t=10 t=11 
— 02 02 — 01 — 02 — 01 — 02 — 04 
— 02 — 02 —-07 —- 01 03 04 07 
06 — 03 — 03 — 00 01 00 04 
02 08 11* 07 02 04 09 


06 — 04 — 05 — 07 -05 — 02 — 08 


Notes OC = openness to change, USE = previous technology use, and EXP = experience Cells depict standardized coefficients 
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related change, we found that goal orientations are 1mpor- 
tant while experience 1s not, and prior technology use plays 
only a minimal role This suggests that a strong predictor of 
how people adapt to change should have a shared meaning 
with the nature of the change It follows that managers 
should be aware that for other types of change that do not 
require extensive learmng, variables, such as experience, 
adaptive selling, competiveness, or relationship characteris- 
tics, might move to the fore We have yet to 1dentify a com- 
prehensive list of predictors of salesperson performance 
dunng change, but the notion of shared meaning should 
help guide managers 


What do managers do with an awareness of salesperson 
goal orientations? The results provide a clear implication 
for sales managers 1n terms of selection processes Overall, 
salespeople with a relatively high LO, as well as those with 
relatively low PO, benefited from the introduction of the 
new CRM technology Although 1n the short run such sales- 
people do not necessarily perform better, they will perform 
better than their counterparts 1n the long run when adapting 
to the change However, managers do not always have the 
luxury of selecting people with 1deal personality traits, so 
what can they do to facilitate both sales performance and 
implementation during the change process? We propose that 
the key lies 1n how the organization defines salespeople’s 
performance In this study, salespeople are rewarded for 
their sales relative to a quota Although sales quotas are an 
appropriate and frequently used metric for sales perfor- 
mance during times of stability, managers should consider 
temporarily redefining performance metrics (and adjusting 
compensation) during a period of change to include change 
implementation behaviors (e g , technology use 1n our con- 
text) 1n addition to sales Such an adjustment would redirect 
high-PO employees' perceptions of what 1t means to per- 
form, thus facilitating their ability to adapt Managers pur- 
suing this option should be careful to monitor their sales- 
people's adaptation to readjust the compensation plan at the 
optimal time 


Limitations and Further Hesearch 


This study 1s not free from limitations. We focus on only 
one type of planned change that, 1n the aggregate, exerted a 
long-term negative 1mpact on sales and took place in a 
single firm Although growth modeling ıs not new, we 
believe that other applications of growth modeling in sales 
and marketing management will produce important insights 
into several other change phenomena that are inherent in the 
sales force For example, further research could apply sim- 
lar models in other change contexts, including intended 
changes initiated by the focal firm (eg, territory realign- 
ment, new product introduction, new market entry) and 
unintended changes brought on by external influences (e g , 
market downturns, competitor's actions, a misconduct scan- 
dal, loss of a key account) In addition, the change ın this 
study was preannounced, thus, the three phases of change 
are well defined and fairly gradual It would be worthwhile 
to examine how unexpected, critical events influence the 
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“punctuated equilibrium” (Gersick 1988) of work groups 
and individuals Furthermore, regardless of whether the 
change 1s planned or unplanned, not all changes are disrup- 
tive in the sense that we have discussed A different adapta- 
tion model would be expected for a change that 1s enhanc- 
ing, such as when a primary competitor goes out of business 
and drives customers to the focal firm or when the company 
hires additional salespeople These areas deserve additional 
research 

The study focuses on salespeople’s goal orientations as 
a predictor of how they adapt to change Although these 
higher-order dispositions are important, 1t might be useful 
to explore other predictors of adaptation and learning, such 
as organizational culture and market orientation (e g , Baker 
and Sinkula 1999, Calantone, Cavusgil, and Zhao 2002), 
positive affect, attitude toward the change (Ye, Marinova, 
and Singh 2007), or time-varying goal orientation states 
For example, further research might use field experiments 
to explore the impact of sales managers on salesperson 
adaptation to change by creating supplemental and comple- 
mentary person-environment fit that are similar to Chen 
and Mathieu’s (2008) work using students 

The results should be interpreted with the limitation that 
we did not have access to sales quota performance of the 
previous year Although sales quotas already control for 
several important variables, such as seasonal fluctuations 
(Churchill et al 1985, Zoltners, Sinha, and Lorimer 2006), 
the comparison of performance of the year of the change 
with that of the previous year may further solidify the find- 
ings It may also be argued that the observed pattern was 
due to quota adjustment for low performers during the sec- 
ond phase of the change Conceptually, if the adjustment 
had been fairly made to all underperformers, 1t could not 
have explained why low-LO and high-PO salespeople con- 
tinued to be poor performers after the change In addition, 
investigation of other dependent variables, such as sales call 
effort and intervening variables (eg, time allocation 
between learning and selling, see Hunter and Perrault 
2007), might be useful 1n explicating the underlying mecha- 
nism of the observed phenomenon 

We were able to track salesperson performance only six 
months after the intervention Longer tracking might allow 
for deeper insights into the interaction between goal orten- 
tations and performance over time This length of tracking, 
albeit contextually dependent, definitely deserves more 
research effort to explore Finally, our adoption of the cubic 
function was instrumental in exploring the change phases, 
but we do not posit that all types of organizational change 
will follow this functional form However, we hasten to add 
that the implications of organizational change on perfor- 
mance trajectories during the Lewin-Schein phases of 
change are important and deserve more empirical investiga- 
tion We also believe that caution is warranted insofar as 
extending temporal contiguity might introduce unwanted 
noise into the process that dampens causality inference 
(Rindfleisch et al 2008) 


Appendix 


A Two-Level Model of Growth 


Growth modeling using hierarchical multivariate linear mod- 
els 1s an effective way to study individual change Most 
individual change phenomena can be represented through a 
two-level hierarchical model (Raudenbush and Bryk 2002) 
The Level l regression captures within-subject growth tra- 
Jectory that depends on a set of parameters These 1ndivid- 
ual growth parameters are then used as outcome variables 1n 
a Level 2 model For this study, we specify the Level 1 
model that captures individual salesperson performance 
during 12 months as a cubic function of time, Y, = No, + 
Tyt + Nat? + T3 t3 + eq, where t 1s time and 1 represents the 
individual, and the Level 2 model treats each of the Level 1 
parameters as a function of five predictors, which 1nclude 
three covariates (OC openness to change, EXP experience, 
and USE previous use of technology) and two types of goal 
orientation (LO and PO) 


To, = Boo + Bo1(OC) + Bo? (EXP) + Bo3(USE,) + Bo4(LO)) 
+ Bos(PO,) + rg, 


11, = Bio + p; (OC) + Biz (EXP) + Bi3(USE,) + B14(LO,) 
+ B,5(PO,) + ry, 


Tl, = Boo + Bo1(OC,) + Bo2(EXP,) + B23(USE,) + Bo4(LO,) 
+ Bos(PO,) t I3 


73, = B30 + B31(OC,) + D39(EXP,) + B45(USE) + B34(LO,) 
+ B35(PO,) + r3, 


Intuitively, when the Level 2 regressions are replaced 
into the Level 1 model, we have a series of interactions 
between time and the Level 2 predictors Theoretically, 
these interaction terms capture the longitudinal effect of 
these between-subyects predictors on intraindividual growth 
trajectories (e g , salesperson performance) over time 


Estimation Steps 


Briefly, the estimation of these models involves the follow- 
ing steps The estimation begins with an unconditional 
model, which 1s equivalent to a one-way analysis of van- 
ance model, to decompose the variance in the dependent 
variable 1nto within-subject and between-subjects compo- 
nents If between-subjects variances exist, the analysis 
moves to specifying a growth trajectory for Level 1 and 
treating the Level 1 parameters as fixed at Level 2 These 
constraints are subsequently relaxed to examine whether it 
is justifiable to treat these Level 1 parameters as random 
rather than fixed at Level 2 This step can also be conducted 
by first specifying these parameters as random at Level 2 to 
determine whether their Level 2 variances are significant 
The tests of these nested models normally use a chi-square 
difference test of deviance scores (denoted D = —2 x log- 
likelihood) The Level 1 time scores are normally centered 
on a theoretically interesting point to facilitate 1nterpreta- 
tion For this study, we clocked time such that the initiation 
of the planned change (1 e , the month when training began) 
was equivalent to t = 0 

The Level 1 error structure may follow various assump- 
tions that can be empirically tested The simplest is to 
assume that each e, 1s independently, identically, and nor- 
mally distributed with a mean of zero and constant variance 
o? For multiple repeated measures, researchers typically 
specify a first-order autoregressive model, heterogeneous 
Level 1 variance, or an unrestricted model and compare 
deviance scores to select the model that best fits the data 
and is most parsimonious In the unrestricted model, there 
1s a T X 1 vector of errors following a common T-variate 
normal] distribution with means of 0 and a general variance— 
covariance matrix, X (Raudenbush and Bryk 2002, p 191) 
For this study, T = 12 The Level 2 random effects for ındi- 
vidual 1 are assumed to be multivariate normally distributed 
with mean of O In unrestricted models, Level 2 random 
effects are integrated into the Level 1 error structure (Rau- 
denbush et al 2001) (for further details on growth models, 
see Raudenbush and Bryk 2002, Singer and Willett 2003) 
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Alokparna Basu Monga & Deborah Roedder John 


What Makes Brands Elastic? The 
Influence of Brand Concept and 
Styles of Thinking on Brand 

Extension Evaluation 


Why are some brands more elastic than others? Prior research shows that consumers are more accepting of 
extensions into distant product categories for brands with prestige concepts (Rolex) than for brands with functional 
concepts (Timex) In this article, the authors examine consumers’ style of thinking—analytic versus holistic 
thinking—to better understand the elasticity of prestige versus functional brands For functional brands, the authors 
find that holistic thinkers provide more favorable responses to distant extensions than analytic thinkers, however, 
for prestige brands, holistic and analytic thinkers respond equally favorably Thus, analytic thinkers are identified as 
the roadblocks for functional brands launching distant brand extensions To meet this challenge, the authors offer 
several strategies, including (1) using a subbrand (Excer wallets by Toyota) instead of a direct brand (Toyota wallets) 
to reduce analytic thinking, (2) using elaborational communications, which address potentially problematic features 
of the extension, to reduce analytic thinking, and (3) matching extension information with the consumer's style of 
thinking, which increases the persuasiveness of ad messages 








Keywords brand extensions, prestige brands, functional brands, analytic thinking, holistic thinking 


rand extensions are a popular strategy for leveraging sunglasses, paint, dog leashes, and restaurants Similarly, 
H brand equity Many of the successful new product Virgin sells records, wine, and airline tickets under its 
introductions each year are brand extensions, such brand In Japan, the Mitsubishi brand ıs used for a wide 
as Apple's iPhone, Godiva coffee, and Jeep strollers How- range of service offerings, including banking, elderly care, 
ever, not all brand extensions are successful Brand exten- construction, 1nsurance, and travel and recreation 
sion success depends heavily on extension fit (Volckner and Why are some brands more elastic than others? The pre- 
Sattler 2006) Consumers tend to respond more favorably to vailing explanation is that characteristics of the parent 
extensions that fit with their perceptions of the parent brand dictate the brand’s elasticity Of particular importance 
brand Perceived fit 1s usually higher for extensions in prod- is the nature of the brand concept associated with the parent 
uct categories close to the parent brand (Boush and Loken brand—prestige versus functional (Park, Milberg, and Law- 
1991), extensions in product categories in which an appeal- son 1991) Brands positioned on the basis of prestige, such 
ing attribute can be supplied by the parent brand (Bromar- as Rolex, have abstract brand concepts that are more elastic 
czyk and Alba 1994), and extensions that can be used with and can successfully expand into a variety of product cate- 
other products sold by the parent brand (Aaker and Keller gories, such as clothing and accessories In contrast, brands 
1990) positioned on functional attributes, such as Timex (reliabil- 
However, many brands also launch successful extensions ity), are less elastic and are more successful 1f they extend 
that do not follow these rules These brands are described as to offerings that conform to the functional nature of the 
being more "elastic" because they are able to launch exten- brand 
sions 1nto distant product categories, sharing few attributes However, there 1s reason to believe that the real story 1s 
or features in common with existing products and appealing much more complicated Recently, researchers have 
to different consumer markets For example, Ralph Lauren reported that consumers can influence the elasticity of a 
markets a diverse set of offerings under its brand, including brand by the style of thinking they employ when evaluating 


brand extensions (Ahluwalia 2008, Monga and John 2007) 
Consumers might use an analytic style of thinking, in which 
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whether the extension conforms to the same attribute or 
product category profile as the parent brand When con- 
sumers use holistic thinking, they perceive greater exten- 
sion fit and evaluate extensions more positively, especially 
for extensions tn categories distant from the parent brand 

Which of these explanations for brand elasticity 1s cor- 
rect? In this article, we propose that both factors are tmpor- 
tant for understanding how far firms can stretch their 
brands We predict that brand elasticity 1s jointly deter- 
mined by characteristics of the parent brand (prestige versus 
functional) and consumer styles of thinking For prestige 
brands, we reason that analytic and holistic thinkers respond 
similarly to extensions of these brands Because these brands 
have abstract concepts that can be stretched to distant prod- 
uct categories, even analytic thinkers have an accessible 
way of connecting the parent brand and the extension. How- 
ever, for functional brands, we expect consumer styles of 
thinking to be of utmost 1mportance Because these brands 
have concepts that are not readily transferable to distant 
extensions, analytic thinkers are unable to use attributes or 
product category profiles to connect the parent brand and 
the extension. Conversely, holistic thinkers have an advan- 
tage 1n the sense that they are able to generate alternative 
ways to connect the parent brand and the extension, such as 
overall brand reputation, thus creating a perception of better 
extension fit that forms the basis for more favorable exten- 
sion evaluations 

We explore these themes 1n five studies In the first two 
studies, we find support for our main predictions For func- 
tional brands, consumers who think holistically evaluate 
extensions in distant product categories more favorably than 
analytic thinkers For prestige brands, analytic and holistic 
thinkers evaluate distant brand extensions equally favorably 
Thus, functional brands are not disadvantaged 1n terms of 
leveraging for all types of consumers, rather, we identify 
analytic thinkers as the roadblocks for functional brands 
trying to extend into distant product categories In three 
subsequent studies, we turn our attention to managertal 
strategies to increase the acceptance of distant extensions of 
functional brands among analytic thinkers We find that 
brand architecture and communication strategies are effec- 
tive ways to reduce or harness analytic thinking, which 
results 1n more positive extension evaluations Thus, con- 
trary to prior research, functional brands can be extended 
widely, even into distant product categories, as long as man- 
agers employ strategies to address the potential objections 
of analytic thinkers 


Conceptual Background 


Consumer Styles of Thinking 


Styles of thinking emerge from a person’s social environ- 
ment, which promotes certain cognitive processes more 
than others (Nisbett et al 2001) People embedded 1n many 
social relationships have beliefs about focusing on the field 
and paying attention to relationships between objects In 
contrast, people with fewer social relationships have beliefs 
that the world 1s discrete and discontinuous and that an 
object's behavior can be predicted using rules and proper- 


ties In this way, people become holistic or analytic 
thinkers Holistic thinking 1s defined as "involving an orien- 
tation to the context or field as a whole, 1ncluding attention 
to relationships between a focal object and the field, and a 
preference for explaining and predicting events on the basis 
of such relationships,” and analytic thinking “involves a 
detachment of the object from its context, a tendency to 
focus on attributes of the object to assign 1t to categories, 
and a preference for using rules about the categories to 
explain and predict the object's behavior" (Nisbett et al 
2001, p 293) 

Substantial research supports these distinctions (Nisbett 
et al 2001) For example, Ji, Peng, and Nisbett (2000) find 
that holistic thinkers focus more on relationships between 
an object and its environment than analytic thinkers Simi- 
larly, Masuda and Nisbett (2001) find that when exposed to 
scenes of animals and other animated objects, holistic 
thinkers recalled more statements than analytic thinkers 
about the background environment and relationships 
between the animal and the environment Furthermore, 
Norenzayan and colleagues (2002) show that analytic 
thinkers are more likely to engage in rule-based categoriza- 
tion than holistic thinkers Finally, Chiu (1972) finds that 
analytic thinkers group objects according to category mem- 
bership or attributes (eg, a jeep and boat are grouped 
together because both have motors) However, holistic 
thinkers group objects according to functional or thematic 
interdependence between objects (e g , a table and chair are 
grouped together because people sit on the chair to eat at 
the table) In summary, holistic thinkers and analytic 
thinkers detect different kinds of connections between 
objects 

Most research to date has focused on cultural influ- 
ences, with people from Eastern (Western) cultures charac- 
terized by holistic (analytic) thinking, which 1s believed to 
arise from being embedded in many (relatively few) social 
relationships More recent research finds differences in 
styles of thinking within cultures, which emerge as a result 
of individual differences or contextual cues (Choi, Koo, and 
Choi 2007, Monga and John 2008) In this article, we 
examine styles of thinking within the United States, focus- 
ing on individual differences between consumers with a 
chronic tendency to think analytically or holistically, as 
well as consumers who are influenced by contextual cues to 
think analytically versus holistically 


Prestige Versus Functional Brand Concepts 


An important decision brand managers face 1s how to posi- 
tion a brand to take advantage of its distinctive appeal, dif- 
ferentiate ıt from competitors, and resonate with target con- 
sumers Although brands can be positioned ın several ways, 
a basic distinction 1s a prestige versus a functional brand 
concept (Park, Jaworski, and MacInnis 1986) 

Prestige brand concepts are more abstract than func- 
tional brand concepts, allowing prestige brands to accom- 
modate a wider range of products that share few physical 
features (Park, Milberg, and Lawson 1991) A prestige 
brand, such as Rolex, can be successful launching distant 
extensions, such as scarves and neckties, because con- 
sumers are able to use the concept of "prestige" to connect 
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the brand and the extension In contrast, a functional brand, 
such as Timex, with associations tied to specific attributes 
and a product category, 1s not as likely to be successful 
launching scarves and neckties (Park, Milberg, and Lawson 
1991) For functional brands, consumers have more diffi- 
culty finding a connection or basis of fit for extensions 1n 
distant product categories that do not serve the same func- 
tion These observations are consistent with marketplace 
behavior Prestige brands, such Armani and Vera Wang, 
Offer 1tems as diverse as luggage, car mats, bed mattresses, 
and dinnerware under their brand names Functional brands, 
such as Delta (durable faucets) and Maytag (reliable wash- 
ers/dryers), find it difficult to extend into other product 
categories Delta has launched an extensive advertising 
campaign promoting Delta faucets as a prestigious design 
element in homes, which 1s intended to move the brand 
more toward a prestige/style platform that will support 
extensions into distant categories, such as countertops, 
flooring, and appliances 


Joint Influences on Brand Elasticity 


We propose that differences 1n elasticity for functional ver- 
sus prestige brands vary by the consumer’s style of think- 
ing Analytic thinkers focus on attributes and categories to 
draw inferences and make judgments, thus making 1t diffi- 
cult for these consumers to perceive how an extension fits 
with the parent brand unless the brand extension is in a 
similar product category serving a similar function. How- 
ever, holistic thinkers focus on broader connections 
between objects (Masuda and Nisbett 2001), which makes 
it easier for these consumers to find a way to link a parent 
brand and extension in a distant category For example, 
holistic thinkers often focus on the context (situation) rather 
than the focal object (Choi, Nisbett, and Norenzayan 1999), 
suggesting complementarity of use as a basis of fit between 
a brand extension and products sold by the parent brand 
They can also consider the relationships between the exten- 
sion and the parent brand 1n terms of the overall reputation 
of or feeling they have for the parent brand These differ- 
ences in foci of thinking result in judgments of greater 
brand extension fit and evaluations among holistic thinkers 
than among analytic thinkers (Monga and John 2007) 

We expect these individual differences in styles of 
thinking to be a factor 1n how consumers respond to distant 
extensions of functional, but not prestige, brands Analytic 
thinkers focus on attributes and categories to make judg- 
ments, and in the case of functional brand extensions, they 
are unlikely to evaluate extensions favorably unless the 
extension 1s close in terms of functional attributes or prod- 
uct categories Holistic thinkers focus on finding relation- 
ships between objects 1n their environment, making it more 
likely that they will be able to find an alternative way to 
connect the extension and parent brand However, for pres- 
tige brands, abstract brand associations are readily accessi- 
ble to both analytic and holistic thinkers, thus providing a 
basis of fit for distant extensions, which allows for more 
positive brand extension evaluations for both analytic and 
holistic thinkers Thus, we propose the following 
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H, For functional brands, holistic thinkers will evaluate dis- 
tant brand extensions more favorably than analytic 
thinkers For prestige brands, holistic and analytic thinkers 
will evaluate distant brand extensions similarly 


Study 1a 


Sample and Design 


We tested our predictions 1n a 2 (style of thinking. analytic, 
holistic) x 2 (parent brand concept prestige, functional) 
between-subjects design Ninety-nine students from a 
southern US university participated in the study Analytic 
and holistic thinkers were identified using items from the 
analytic—holistic thinking scale that Choi, Koo, and Cho: 
(2007) developed “The whole 1s greater than the sum of its 
parts", “It ıs more important to pay attention to the whole 
than its parts", “The whole, rather than its parts, should be 
considered 1n order to understand a phenomenon", and “It 
is more tmportant to pay attention to the whole context 
rather than the details" Respondents were asked to agree 
or disagree (1 = “strongly disagree,’ and 7 = “strongly 
agree”) with each statement, and we averaged responses to 
arrive at a score for each participant We used a median split 
(Mdn = 4 10) to categorize high scorers as holistic thinkers 
and low scorers as analytic thinkers 


Stimuli 


We selected Toyota and Mercedes-Benz as the functional 
and prestige brands, respectively, on the basis of several cri- 
teria First, we sought brands that competed in the same 
product category but differed 1n consumer perceptions of 
luxury (prestige brand) and functionality (functional brand) 

Pretest results 1ndicated that Mercedes-Benz was perceived 
as more luxurious (Mypyota = 4 64, MMercedes-Benz = 6 08, p < 
01, n = 26), whereas Toyota was perceived as a more func- 
tional brand (Mayo; = 5 07, Mercedes-Benz = 3 40, p < 01, 
n= 26) Second, we sought a prestige and functional brand 
with equally favorable brand attitudes and similar levels of 
brand familiarity Pretest results 1ndicated that the partici- 
pant population had equally favorable attitudes toward Toy- 
ota and Mercedes-Benz (Mypyota = 5 78, Mmercedes-Benz = 
6 00, p > 10, n = 26) and similar levels of brand familiarity 
(Moyota = 3 07, Mmercedes-Benz = 3 02, p > 10, n = 26) 

We selected wallets as the extension category for the 
study Pretests confirmed that wallets were perceived as a 
product category distant from cars (M = 2 33, 1 = “not at all 
similar," and 7 = "extremely similar", n = 18) Pretests also 
indicated that wallets could be plausibly associated with 
prestige or functionality, with respondents agreeing to the 
following statements “When I think of wallets, I can easily 
remember examples of expensive, luxury brands," and 
“When I think of wallets, I can easily remember examples 
of moderately priced, functional brands" (Mprestize = 5 88, 
Meunctional = 600, p > 10, n = 18) This enabled us to use 
the same extension category for the prestige and functional 
brand 


Procedures and Measures 


Participants began the study by indicating their attitude 
toward a list of brands, mcluding the focal parent brand 
(Toyota or Mercedes-Benz), on a seven-point scale (1 = 
“poor,” and 7 = “excellent”) Next, respondents were shown 
the name of one of the brand extensions (Toyota wallets or 
Mercedes-Benz wallets) and were asked for their evaluation 
on seven-point scales (1 = “poor,” and 7 = “excellent”, 1 = 
“unfavorable,” and 7 = “favorable”) No further information 
was provided, similar to many situations in which con- 
sumers are made aware of new products from sources that 
provide little information, such as billboards, grocery store 
ad sheets, and mystery advertisements announcing new 
products Participants were first asked about their thoughts 
about the brand extension “Even though you have never 
tried this product, what went through your mind when you 
were deciding 1f 1t would be a good product or a bad prod- 
uct?” Next, respondents were asked their perceptions of 
brand extension fit on seven-point scales (1 = “doesn’t fit 
with the brand,” and 7 = “fits with the brand", 1 = “incon- 
sistent with the brand,” and 7 = “consistent with the 
brand") Finally, the analytic—holistic thinking scale (Choi, 
Koo, and Cho: 2007) and demographic questions were 
administered 


Results 


Brand extension evaluation. We analyzed evaluations 1n 
a 2 (style of thinking) x 2 (parent brand concept) between- 
subjects analysis of variance, with brand attitude as a 
covariate As we predicted, a significant style of thinking x 
parent brand concept interaction emerged (F(1, 94) = 3 77, 
p = 05, see Figure 1) Planned contrasts showed that for the 
functional brand, holistic thinkers evaluated the extension 
more favorably than analytic thinkers (M = 4 14 versus 
266, SD = 145 versus 1 51, F(1, 94) = 15 58, p < 05) 
Analytic and holistic thinkers did not differ 1n their evalua- 
tions of the prestige brand extension (M - 3 75 versus 4 46, 
SD = 1 89 versus 1 53, p> 10) 


Brand extension fit We analyzed fit perceptions ın a 2 
(style of thinking) x 2 (parent brand concept) between- 
subjects analysis of variance, with brand attitude as a 
covariate The results mirrored those found for extension 
evaluation Planned contrasts showed that for the functional 
brand, holistic thinkers perceived greater brand extension fit 
than analytic thinkers (M = 3 11 versus 1 70, SD = 2 02 ver- 
sus 1 13, F(1, 94) = 10 49, p « 05) For the prestige brand, 
no differences emerged, as we expected (M = 3 04 versus 
3 08, SD = 1 96 versus 1 97, p> 10) 


Brand extension thoughts We analyzed thoughts the 
participants expressed about the brand extension Using 
definitions of analytic and holistic thinking, independent 
coders coded thoughts into these two categories (interrater 
reliability = 87%), disagreements were resolved by discus- 
sion For example, thoughts were coded as analytic when 
they made reference to attributes (“The wallets would smell 
of gas and car smell") or product category similarity (“Toy- 
ota wallets are a bad idea because cars are so different from 
wallets”) Thoughts were coded as holistic when they made 
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reference to more general relationships, such as overall 
brand reputation ("Mercedes-Benz has luxury—they could 
pull off something really upscale and superior,” and “Toyota 
1s a good brand—they would make good wallets”) or com- 
plementarity of use (“A good product The reason 1s people 
who are held in high social class who buy Mercedes will 
most likely buy a Mercedes wallet,” and “People who drive 
need wallets too Toyota would sell wallets to the car 
buyers") ! 

Next, we examined differences 1n analytic and holistic 
thoughts As we expected, for the functional brand, analytic 
and holistic thinkers exhibited different types of thoughts 
Analytic thoughts were greater for analytic than for holistic 
thinkers (80% versus 35 3%), whereas holistic thoughts 
were greater for holistic than for analytic thinkers (64 7% 
versus 20%) (z = 3 06, p « 01) In contrast, for the prestige 
brand, no differences 1n thoughts emerged for analytic ver- 


IThe distinction between analytic and holistic thinking 1s not 
comparable to distinctions between relational versus 1tem-specific 
processing or category versus piecemeal processing 
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sus holistic thinkers (analytic thoughts 28 6 versus 11 1%, 
holistic thoughts 71 4% versus 88 9%, p > 10) 

Next, we conducted a mediation analysis to examine 
whether extension thoughts (analytic versus holistic) medi- 
ated the effect of style of thinking on extension evaluations 
Following Baron and Kenny (1986), we performed a series 
of regression analyses First, we found that the parent brand 
concept x style of thinking interaction predicted extension 
evaluations (B = 1 21, t = 194, p= 05) Second, the parent 
brand concept x style of thinking interaction predicted 
extension thoughts (B = — 39, t = -2 07, p < 05) Finally, 
when we regressed the parent brand concept x style of 
thinking interaction and extension thoughts on extension 
evaluation, the effect of extension thoughts remained sig- 
nificant (B = —1 25, t = —3 55, p < 05), while that of the par- 
ent brand concept x style of thinking interaction dropped to 
nonsignificance (B = 42, t = 68, p > 10) Thus, extension 
thoughts perfectly mediated the effect of processing style 
on extension evaluation 


Study 1b 


In this study, we replicate the findings from Study la with a 
new set of parent brands (Hewlett-Packard [HP] versus 
Mac) and a new extension category (watches) Seventy-nine 
students from a southern U S university participated ın the 
study, which included the same experimental design, proce- 
dures, and measures employed 1n Study 1a 


Stimuli 


We selected HP and Mac as functional and prestige brands, 
respectively, using the same criteria as Study la Pretest 
results indicated that Mac was indeed perceived as more 
prestigious (Mpp = 353, My = 557, p < OI, n = 44), 
whereas HP was perceived as more functional (Myp = 5 46, 
Myac = 352, p < O1, n = 26) The results also indicated 
that participants had equally favorable attitudes toward HP 
and Mac (Mgp = 5 76, My, = 6 11, p > 10, n = 34) and 
similar levels of brand familiarity (Mpp = 2 80, My, = 
2 84, p> 10, n= 44) 

We selected watches as the extension category In 
pretests, participants perceived watches as moderately dis- 
tant from computers (M = 3 20, 1 = “not at all similar," and 
7 = "extremely similar", n = 20) Watches were equally 
associated with prestige and functional brands, as 1ndicated 
by agreement with the following statements “When I think 
of watches, I can easily remember examples of expensive, 
Juxury brands," and “When I think of watches, I can easily 
remember examples of moderately priced, functional 
brands" (Morestige = 5 92, Meunctionai = 6 10, p > 10, n = 20) 


Results 


Brand extension evaluation We analyzed evaluations 1n 
a 2 (style of thinking) x 2 (parent brand concept) between- 
subjects analysis of variance As we predicted, a significant 
style of thinking x parent brand concept interaction emerged 
(F(1, 75) = 4 24, p < 05, see Figure 1) Planned contrasts 
showed that for the functional brand, holistic thinkers eval- 
uated the extension more favorably than analytic thinkers 
(M = 405 versus 2 90, SD = 1 64 versus 1 33, F(1, 75) = 
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5 99, p « 05) Analytic and holistic thinkers did not differ 
in their evaluations of the prestige brand extension (M = 
5 00 versus 4 78, SD = 1 58 versus 1 27, p > 10) 


Brand extension fit We analyzed fit perceptions 1n a 2 
(style of thinking) x 2 (parent brand concept) between- 
subjects analysis of variance The results mirrored those 
reported for brand extension evaluation. Planned contrasts 
showed that for the functional brand, holistic thinkers per- 
ceived greater brand extension fit than analytic thinkers 
(M = 3 70 versus 2 90, SD = 151 versus 1 50, F(1, 75) = 
270, p = 05) For the prestige brand, no differences 
emerged, as we expected (M = 4 02 versus 4 50, SD = 151 
versus 1 84, p> 10) 


Brand extension thoughts Two independent coders 
coded thoughts as analytic or holistic (interrater reliability = 
875%) Analytic thoughts often referred to product class 
dissimilarity (“It’s a bad idea because HP makes computers 
not watches"), holistic thoughts often mentioned brand rep- 
utation (“Mac products are top of the line — 1n every market 
they're 1n") As we expected, for the functional brand, ana- 
lytic thoughts were greater for analytic (versus holistic) 
thinkers (93 8% versus 12 596), whereas holistic thoughts 
were greater for holistic (versus analytic) thinkers (87 5% 
versus 6 2%) (z = 4 60, p < 001) For the prestige brand, no 
differences emerged for analytic versus holistic thinkers 
(analytic thoughts 105% versus 10 5%, holistic thoughts 
89 5% versus 895%, p > 10) 

Furthermore, a mediation analysis revealed that exten- 
sion thoughts (analytic versus holistic) mediated the effect 
of style of thinking on extension evaluations Consistent 
with Study 1a, we found that (1) the parent brand x style of 
thinking interaction predicted extension evaluation (B = 
—1 36, t = —2 07, p < 05), (2) the parent brand concept x 
style of thinking interaction predicted extension thoughts 
(B 2 —81, t = —5 49, p < 001), and (3) when parent brand 
concept x style of thinking interaction and extension 
thoughts were regressed on extension evaluation, the effect 
of extension thoughts remained significant (B = 1 46, t = 
2 53, p « 05), while that of the parent brand concept x style 
of thinking interaction dropped to nonsignificance (B = — 42, 
t=—49, p> 10) Thus, extension thoughts perfectly medi- 
ated the effect of processing style on extension evaluation 


Discussion 


The results support our proposition that brand elasticity 1s 
jointly determined by the parent brand concept and con- 
sumers' style of thinking For functional brands, holistic 
thinkers provided more favorable brand extension 
responses However, for prestige brands, analytic and holis- 
tic thinkers provided similar brand extension responses The 
findings for extension thoughts provide further evidence 
For functional brands, analytic thinkers generated more 
analytic thoughts about the extension, often mentioning the 
dissimilarity between the extension and the parent brand 
categories Conversely, holistic thinkers generated more 
holistic thoughts, often mentioning the parent brand's repu- 
tation as a basis for connecting the extension and the parent 
brand In the case of prestige brands, analytic and holistic 
thinkers were equally likely to generate holistic thoughts, 


consistent with the finding that analytic and holistic 
thinkers had similar brand extension responses Notably, 
prestige brands encouraged holistic thoughts, particularly 
among analytic thinkers Furthermore, extension thoughts 
mediated the influence of styles of thinking on brand exten- 
sion evaluations, as we expected 

In Study 2, we examine styles of thinking as a situa- 
tional variable Although people may be chronically 
inclined to think analytically or holistically (Study 1), situa- 
tions can also encourage and increase the accessibility of a 
particular style of thinking (Study 2) Because the ability to 
think analytically and holistically can coexist within people 
(Hong et al 2000), consumers may provide different 
responses to the same brand extension, depending on how 
the environment encourages them to think In Study 2, we 
prime participants to think either analytically or holistically 
before having them evaluate extensions of prestige and 
functional brands We expect situationally induced styles of 
thinking (Study 2) to have the same effect on brand exten- 
sion evaluations as individual differences ın styles of think- 
ing (Study 1) Thus 


H, For functional brands, situations that encourage holistic 
(analytic) thinking will result 1n. more (less) favorable 
evaluations for distant brand extensions For prestige 
brands, situations that encourage holistic versus analytic 
thinking will result 1n similar brand extension evaluations 


By testing this hypothesis, we provide evidence for the 
influence of styles of thinking beyond individual differ- 
ences We also strengthen the findings from Study 1 by 
using a more controlled manipulation of styles of thinking 
In Study 1, comparisons of people with a chronic tendency 
to think analytically and holistically confirmed our predic- 
tions, but 1t 1s possible that these self-selected groups are 
different along other dimensions as well By priming styles 
of thinking, we help rule out these extraneous influences 


Study 2 


Sample and Design 


We tested our predictions in a 2 (style of thinking analytic, 
holistic) x 2 (parent brand concept prestige, functional) 
between-subjects design Seventy-two students from a 
southern US university participated The procedure was 
similar to Study 1, except that we incorporated the priming 
manipulation for style of thinking before exposing partici- 
pants to the brand extension 


Style of Thinking Prime 


We manipulated thinking style by asking participants to 
read a paragraph about a trip to a city and circle pronouns 1n 
the text (Kuhnen, Hannover, and Schubert 2001, Monga 
and John 2007, Zhu and Meyers-Levy 2009) For example, 
Kuhnen, Hannover, and Schubert (2001) induce participants 
to think analytically (or holistically) by asking participants 
to circle nonrelational (or relational) pronouns, which 
prompted them not to think (or to think) about social rela- 
tionships Recall that analytic (holistic) thinking emerges ın 
people with few (many) social relationships To provide a 


check on this manipulation, we asked respondents (n = 30) 
who had been primed with the pronoun task to find 40 
embedded figures The ability to find embedded figures 1s a 
measure of field 1ndependence, which 1s associated with 
analytic thinking (see Horn 1962) As we expected, analytic- 
primed respondents found more embedded figures than 
holistic-primed respondents (Manalytic = 15 00, Mhonstic = 
13 86, F(1, 29) = 6 16, p= 02) 


Results 


Brand extension evaluation We analyzed evaluations 1n 
a 2 (style of thinking) x 2 (parent brand concept) between- 
subjects analysis of variance, with brand famuliarity 
included as a covariate As we predicted, the analysis 
revealed a significant style of thinking X parent brand con- 
cept interaction (F(1, 68) = 3 70, p = 05, see Figure 2) 
Planned contrasts showed that for the functional brand, 
evaluations were more favorable for the holistic thinkers 
than for the analytic thinkers (M = 4 13 versus 2 70, SD = 
1 06 versus 1 34, F(1, 68) = 9 44, p< 01) However, for the 
prestige brand, analytic and holistic thinkers did not differ 
in their extension evaluations (M = 4 44 versus 4 63, SD = 
1 42 versus 1 53, p> 10) 


Brand extension fit We analyzed perceptions of exten- 
sion fit 1n a 2 (style of thinking) x 2 (parent brand concept) 
between-subjects analysis of variance, with brand familiar- 
ity included as a covariate The findings were consistent 
with those reported for extension evaluation Planned con- 
trasts showed that for the functional brand, holistic thinkers 
perceived a greater degree of fit between the extension and 
the parent brand than analytic thinkers (M = 3 00 versus 
1 75, SD = 1 77 versus 1 07, F(1, 68) = 8 72, p< 01) How- 
ever, for the prestige brand, no differences emerged (M = 
4 21 versus 4 05, SD = 1 22 versus 1 05, p > 10) 


Brand extension thoughts Two independent coders 
coded extension thoughts as analytic or holistic (interrater 
reliability = 959%) As we expected, for the functional 
brand, analytic thoughts were greater for analytic than for 
holistic thinkers (895% versus 143%), whereas holistic 
thoughts were greater for holistic than for analytic thinkers 
(85 7% versus 105%) (z 2 4 31, p< 001) For the prestige 
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brand, no differences 1n thoughts emerged for analytic ver- 
sus holistic thinkers (analytic thoughts 5 9% versus 10 5%, 
holistic thoughts 94 1% versus 89 5%, p > 10) 

A mediation analysis confirmed that extension thoughts 
mediated the effect of style of thinking on extension evalua- 
tions (1) The parent brand concept x style of thinking 1nter- 
action predicted extension evaluations (B = — 22, t = —2 13, 
p « 05), (2) the parent brand concept x style of thinking 
interaction predicted extension thoughts (B = — 42, t = —5 2, 
p « 001), and (3) when parent brand concept x style of 
thinking interaction and extension thoughts were regressed 
on extension evaluation, the effect of extension thoughts 
remained significant (B = 31, t = 1 94, p = 05), while that 
of the parent brand concept x style of thinking interaction 
dropped to nonsignificance (B = —10, t = —82, p > 10) 
Consistent with our previous studies, extension thoughts 
perfectly mediated the effect of processing style on brand 
extension evaluation 


Discussion 


Thus far, the results indicate that functional brands can be 
elastic 1f consumers adopt a more holistic thinking style In 
Study 2, we primed holistic thinking 1n an experimental set- 
ting, which increased the elasticity of a functional brand, 
such as Toyota How would firms encourage holistic think- 
ing 1n more realistic settings? Although situational primes 
might be embedded 1n marketing promotions, realistic mar- 
ketplace conditions lack the control that 1s present 1n exper- 
imental research settings Other than situational primes, 
how can managers of functional brands bridge the gap 
between holistic and analytic thinkers to produce more 
favorable responses to brand extensions? 

We turn our attention to this question in the next three 
studies We begin by considering brand architecture as a 
possible strategy Several options exist for naming brand 
extensions, and researchers have examined two in particu- 
lar direct brands (e g , Toyota wallets) and subbrands (e g , 
Excer wallets by Toyota) ? Firms use the former option to 
signal a close relationship between an extension and a par- 
ent brand, whereas the latter option signals a more distant 
relationship between an extension and a parent brand 
(Aaker and Joachimsthaler 2000) Subbrands can be espe- 
cially useful for distant brand extensions, increasing brand 
extension evaluations and decreasing risks for brand dilu- 
tion (Milberg, Park, and McCarthy 1997) 

We examine brand architecture as a way to increase the 
elasticity of functional brands among analytic thinkers We 
propose that subbrands are helpful in inhibiting negative 
thoughts that analytic thinkers generate when evaluating 
distant extensions For example, in our prior studies, ana- 
lytic thinkers mentioned that the extension category was too 
dissimilar from the parent brand when evaluating Toyota 
wallets (“Toyota wallets are a bad 1dea because cars are so 
different from wallets”) and HP watches (“It’s a bad idea 
because HP makes computers not watches") We expect that 
subbrands will reduce these types of analytic thoughts 


2In their scheme, Aaker and Joachimsthaler (2000) refer to the 
options described here as a “branded house” (direct brand) and an 
“endorsed brand” (subbrand) 
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because subbrands signal that a weak relationship exists 
between the parent brand and the extension Analytic 
thinkers will be less likely to generate analytic thoughts that 
compare the parent brand and extension on the basis of 
category similarity or common attributes, thus closing the 
gap between analytic and holistic thinkers in the way they 
evaluate distant brand extensions 

Therefore, we predict that distant extensions of func- 
tional brands will be received differently depending on the 
type of brand architecture employed When a direct brand 1s 
used, as in our prior studies, holistic (analytic) thinkers will 
have more (less) positive brand extension responses When 
a subbrand ts used, analytic thinkers will respond 1n a more 
positive way, similar to holistic thinkers, thus eliminating 
differences between these two groups 


H, For distant extensions launched under a direct brand, 
holistic thinkers will provide more favorable evaluations 
than analytic thinkers For distant extensions launched 
under a subbrand, analytic and holistic thinkers will pro- 
vide equally favorable evaluations 


Study 3 


Sample, Stimuli, and Procedure 


We tested our hypothesis 1n a 2 (style of thinking analytic, 
holistic) X 2 (brand architecture. direct brand, subbrand) 
between-subjects design Seventy-five participants were 
recruited at a southern US university The procedure and 
measures were 1dentical to Study 2, except that participants 
were only shown functional brand extensions As in the pre- 
vious studies, we primed, rather than measured, styles of 
thinking to reduce extraneous influences We varied the 
brand architecture by naming the extensions using a direct 
brand (Toyota wallets) versus a subbrand (Excer Wallet by 
Toyota) We chose the name Excer on the basis of a pretest 
(n = 23), which showed that participants did not associate 
any particular meaning with the word No differences 
emerged 1n the association of the name Excer with positive 
or negative thoughts (p » 10) 


Results 


Manipulation check We expected the subbrand archi- 
tecture to reduce analytic thoughts about the brand exten- 
sion, primarily among analytic thinkers To check this 
assumption, we examined the percentage of analytic 
thoughts across conditions (interrater reliability = 93%) As 
we expected, for the direct brand, analytic thoughts were 
more evident for analytic thinkers than for holistic thinkers 
(80% versus 11 1%, z = 4 24, p < 01) In contrast, for the 
subbrand, no differences 1n analytic thoughts emerged for 
analytic and holistic thinkers (15% versus 13%, p > 10) 


Brand extension evaluation We analyzed evaluations in 
a 2 (style of thinking) x 2 (brand architecture) between- 
subjects analysis of variance As we predicted, a significant 
style of thinking x brand architecture interaction emerged 
(F(1, 70) = 4 82, p < 05, see Figure 3) We used planned 
contrasts to compare evaluations for analytic versus holistic 
thinkers within each architecture condition. For the direct 


brand, extension evaluations were more favorable for holis- 
tic thinkers than for analytic thinkers (M = 4 13 versus 2 70, 
SD = 1 06 versus 1 34, F(1, 70) = 8 15, p < 01) However, 
when exposed to the subbrand, analytic thinkers were just 
as favorable as holistic thinkers (M = 3 95 versus 4 04, SD = 
1 28 versus 1 64, p » 10) 


Brand extension fit We analyzed fit perceptions 1n a 2 
(style of thinking) x 2 (brand architecture) between-subjects 
analysis of variance The results mirrored those for exten- 
sion evaluation Planned contrasts indicated that extension 
fit was higher for holistic than for analytic thinkers when a 
direct brand was used (M = 3 00 versus 1 75, SD = 1 77 
versus 1 07, F(1, 70) = 10 84, p < 01) However, for the 
subbrand, analytic and holistic thinkers had simular fit per- 
ceptions (M = 3 00 versus 3 24, SD = 1 41 versus 1 79, p > 

10) Thus, the use of a subbrand encouraged analytic 
thinkers to perceive the brand extension in a more positive 
light, equivalent to holistic thinkers 


Discussion 


The results show that brand architecture 1s an effective way 
to increase the elasticity of functional brands for analytic 
thinkers When a direct brand was used, as 1n our first two 
studies, holistic thinkers reported more favorable extension 
fit and evaluations than analytic thinkers However, when a 
subbrand was used, analytic thinkers perceived a higher 
degree of brand extension fit and provided higher extension 
evaluations, effectively negating differences between ana- 
lytic and holistic thinkers These results clarify findings 
from prior research, which has found that subbrands 
increase evaluations for extensions that are distant or 1ncon- 
sistent with what consumers expect from a parent brand We 
find that this facilitative effect of subbrand architecture 1s 
primarily due to its positive influence with consumers 
engaging in analytic thinking rather than holistic thinking 
In Study 4, we consider brand communication strategy 
as another option for increasing the elasticity of functional 
brands Elaborational communications provide information 
about potentially worrisome aspects of an extension, which 
are often present when attributes of the parent brand are 
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unappealing ın the extension category (Bridges, Keller, and 
Sood 2000) For example, consumers might wrongly infer 
that Crest chewing gum (extension) will taste like tooth- 
paste (parent brand), which might be overcome by telling 
consumers that the gum will be available in flavors such as 
peppermint or spearmint (Aaker and Keller 1990), or 1n our 
case, consumers might 1nfer that Toyota wallets (extension) 
will look like car upholstery, which might be overcome by 
telling consumers that the wallets will be available 1n differ- 
ent colors and styles These negative inferences that must be 
overcome are examples of analytic thoughts that are gener- 
ated by using attributes to connect the parent brand with the 
brand extension. Elaborational communications. should 
reduce these types of analytic thoughts 

We propose that elaborational communications can 
bndge the gap 1n brand extension evaluations for analytic 
versus holistic thinkers Because analytic thinkers often 
focus on attributes of the parent brand that do not fit with 
extensions into different product categories, we expect elab- 
orational communications to be effective ın improving 
extension evaluations for analytic thinkers In contrast, 
hohstic thinkers tend not to focus on attributes, so we 
expect less movement on their part The overall effect 
should be a narrowing of the gap between analytic and 
holistic thinkers 1n their reactions to functional brand exten- 
sions When no information is provided, as it was in our 
prior studies, we expect holistic (analytic) thinkers to have 
more (less) positive brand extension responses Thus 


H, For distant extensions launched with no information, 
holistic thinkers will provide more favorable evaluations 
than analytic thinkers For distant extensions launched 
with an elaborational communication, analytic and holis- 
tic thinkers will provide equally favorable evaluations 


Study 4 


Sample and Procedure 


We tested our predictions 1n a 2 (style of thinking. analytic, 
holistic) x 2 (communication type no information, elabora- 
tional) between-subjects design The basic experimental 
procedure and measures were consistent with our prior 
studies Ninety students from a southern U S university 
participated in the study 


Style of Thinking Prime 


Previously, we used a task that varied attention to social 
relationships as a way to encourage either analytic or holis- 
tic thinking In this study, we used a task that varies atten- 
tion to the object versus the context to induce participants to 
think analytically or holistically Thus, we triangulate our 
basic findings of analytic—holistic thinking influences on 
brand extension response 

Following a procedure that Monga and John (2008) 
report, we manipulated analytic thinking by asking partici- 
pants to view a line drawing of a scene, which had 11 
smaller objects (e g , ski cap, bird, key) embedded ın the 
scene Respondents viewed pictures of these 11 objects and 
tried to find them in the larger scene Finding embedded 
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figures encourages field 1ndependence, which 1s a major 
characteristic of analytic thinking (Nisbett et al 2001) We 
manipulated holistic thinking by asking participants to look 
at the same scene (while focusing on the background) and 
write a paragraph about what 1s happening ın the scene 
Recall that focusing on the background encourages field 
dependence, which 1s a major characteristic of holistic 
thinking (Masuda and Nisbett 2001) Participants in this 
condition were not told about the smaller embedded 
objects Note that these objects were well embedded, such 
that participants 1n the holistic condition would not sponta- 
neously see them 


Communication Type 


In the no-information condition, participants were provided 
only with the name of the extension (Toyota wallets), con- 
sistent with our prior studies In the other condition, partici- 
pants were introduced to the extension using a press release 
announcing the launch of Toyota wallets We designed the 
content of the press release to reflect an elaborational com- 
munication, 1n line with prior research (Aaker and Keller 
1990, Bridges, Keller, and Sood 2000) 


Washington, DC, USA—(PR NEWSWIRE)—September 
4—Today Tag Taguchi, CEO, Toyota-North America, 
announced that Toyota will be launching a new lme of 
wallets They will be available ın a variety of colors and 
include designs for both men and women Wallets will be 
available at a variety of retail stores nationwide 


Results 


Manipulation check We expected the elaborational 
communication to reduce analytic thoughts about the exten- 
sion To check this assumption, we examined the percent- 
age of analytic thoughts across conditions (interrater relia- 
bility = 977%) As we expected, for the no-information 
condition, analytic thoughts were more evident for analytic 
than for holistic thinkers (81% versus 11%, z= 411, p< 
01) In contrast, for the elaborational communication con- 
dit10n, no differences 1n analytic thoughts emerged for ana- 
lytic versus holistic thinkers (36% versus 2596, p > 10) 


Brand extension evaluation We analyzed evaluations in 
a 2 (style of thinking) x 2 (communication type) between- 
subjects analysis of variance The analysis revealed a sig- 
nificant style of thinking x communication type interaction 
(F(1, 86) = 5 16, p « 05, see Figure 4) We examined this 
interaction using planned contrasts As we predicted, for the 
no-information condition, holistic thinkers provided more 
favorable evaluations than analytic thinkers (M = 4 05 ver- 
sus 2 50, SD = 2 17 versus 1 03, F(1, 86) = 9 10, p < 01) 
For the elaborational communication condition, analytic 
and holistic thinkers provided equally favorable evaluations 
(M = 4 16 versus 4 23, SD = 1 21 versus 1 46, p> 10) 


Brand extension fit We analyzed fit perceptions 1n a 2 
(style of thinking) x 2 (communication type) between- 
subjects analysis of variance The results mirrored those for 
extension evaluation In the no-information condition, 
holistic thinkers perceived a higher degree of extension fit 
than analytic thinkers (M = 2 72 versus 1 68, SD = 1 99 ver- 
sus 79, F(1, 86) = 5 36, p < 05) In contrast, for the elabo- 
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rational communication condition, perceived extension fit 
did not differ for analytic versus holistic thinkers (M = 2 28 
versus 2 32, SD = 1 27 versus 1 84, p > 10) 


Discussion 


Analytic thinkers respond more favorably to distant exten- 
sions of functional brands when they are introduced with an 
elaborational communication For these consumers, provid- 
ing information about the extension (Toyota wallets) that it 
would be a typical offering 1n the category (wallets) sup- 
pressed analytic thoughts and increased acceptance of the 
extension. Furthermore, the results provide clarification on 
the facilitative effects of elaborational communications 
Prior research has found that elaborational communications 
increase evaluations for extensions that are distant and 
inconsistent with consumer expectations We find that this 
facilitative effect of elaborational communication 1s due to 
its positive influence with consumers engaging in analytic 
thinking rather than holistic thinking 

These findings suggest that the resistance of analytic 
thinkers to distant extensions of functional brands can be 
overcome by providing more information about the exten- 
sion However, providing additional information for the 
benefit of analytic thinkers may be more complicated than ıt 
appears To be effective, product information may need to 
be presented in a way that 1s compatible with the style of 
thinking for analytic thinkers Prior research has shown that 
persuasive appeals are more effective when they match a 
person's goals, attitude bases, or processing styles For 
example, emotional (versus rational) appeals are more 
effective when a person's attitude 1s affectively based (Fab- 
rigar and Petty 1999), and strong arguments are more effec- 
tive when they match the functional bases of a person's atti- 
tude (Petty and Wegener 1998) Thus, managers may need to 
provide brand extension information 1n a way that matches 
the processing style of analytic (or holistic) consumers 

We explore this proposition in Study 5 An obvious way 
to do so would be to design advertisements with different 
product information that matches analytic or holistic think- 
ing However, type of product 1nformation would be con- 


FIGURE 4 
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founded with style of thinking. Accordingly, we used a dif- 
ferent way to match message appeal with style of thinking 
We take our cue from research that shows that linguistic 
categories (adjectives versus verbs) encourage different foci 
of attention Adjectives induce a holistic frame by encour- 
aging a focus on global, abstract relationships, 1n contrast, 
verbs induce an analytic frame by encouraging focus on 
specific properties and details (Stapel and Semin 2007) 
Using this distinction, we examine how analytic and holistic 
consumers evaluate brand extensions when they are intro- 
duced with messages that communicate the same extension 
information in an analytic frame (verbs) versus a holistic 
frame (adjectives) 

We predict that brand extension evaluations will vary as 
a function of these message frames The analytic frame 1s 
compatible with the natural inclination of analytic thinkers, 
suggesting that extension evaluations will be more favor- 
able 1n this condition for analytic thinkers Conversely, a 
holistic frame 1s more compatible with the natural tendency 
of holistic thinkers, suggesting that extension evaluations 
will be more favorable ın this condition for holistic thinkers 
Thus, we forward the following prediction 


Hs For distant extensions, analytic thinkers will provide more 
favorable evaluations in the analytic frame than in the 
holistic frame For distant extensions, holistic thinkers 
will provide more favorable evaluations in the holistic 
frame than in the analytic frame 


Study 5 


Sample, Procedure, and Measures 


We tested our hypothesis in a 2 (style of thinking analytic, 
holistic) x 2 (frame analytic, holistic) between-subjects 
design Seventy-six students from a southern U S univer- 
sity participated 1n the study The experimental] procedure 
and measures were similar to Study 4, we manipulated style 
of thinking with the same priming task used 1n Study 4 


Stimuli 


We selected Dell as the parent brand on the basis of a 
pretest (n = 17) that showed that Dell was a familiar brand 
(M = 4 29 on a scale from 1 = “not at all familiar" to 5 = 
“extremely familiar”) and a well-liked brand (M = 5 59 on a 
scale from 1 = "poor" to 7 = "excellent") In addition, Dell 
was perceived as a functional brand (M = 5 10 on a seven- 
point scale) We selected watches as the extension category 
on the basis of a pretest that showed that watches were 
moderately dissimilar from computers (M = 3 12 on a scale 
from 1 = “not at all similar" to 7 = "extremely similar") 


Frame 


Participants viewed an advertisement for a new Dell watch 
Consistent with the work of Stapel and Semin (2007), we 
manipulated the holistic (versus analytic) frame by (1) 
describing the characteristics of the extension using adjec- 
tives (holistic) versus verbs (analytic) and (2) asking a 
rhetorical question to encourage consumers to think about 
the brand’s personality, which induces the use of adjectives 
(holistic), versus a rhetorical question encouraging con- 


sumers to think about the brand’s behaviors, which induces 
the use of verbs (analytic) For the holistic frame, the text 
read as follows 


The Dell brand will soon be launching a line of watches 
Dell watches Imagine if Dell watches were like a per- 
son, what kind of personality could 1t have? Dell watches 
could be colorful in many ways, durable, dependable, styl- 
ish with clothing, functional in many ways What other 
personality characteristics could Dell watches have? 


In the analytic frame, the text read as follows 


The Dell brand will soon be launching a line of watches 

Dell watches Imagine 1f Dell watches were lke a per- 
son, how would it behave? Dell watches could be colored 
in many ways, last long, be depended upon, style well with 
clothing, function in many ways What other behaviors 
could Dell watches engage 1n? 


The only differences between advertisements were the use 
of adjectives (versus verbs) and type of rhetorical question 
(personality versus behavior) 


Results 


Brand extension evaluation We analyzed evaluations in 
a 2 (style of thinking) x 2 (frame) between-subjects analysis 
of variance Our analysis revealed a significant style of 
thinking x frame interaction (F(1, 72) = 8 75, p < 01, see 
Figure 5) We examined this 1nteraction using planned con- 
trasts As we predicted, analytic thinkers provided more 
favorable evaluations in the analytic frame than in the holts- 
tic frame condition (M = 4 52 versus 3 67, SD = | 43 versus 
1 06, F(1, 72) = 4 40, p « 05) In contrast, holistic thinkers 
provided more favorable evaluations in the holistic frame 
than in the analytic frame (M = 4 56 versus 3 61, SD = 1 26 
versus 1 50, F(1, 72) = 4 37, p < 05) 


Brand extension fit Although we expected the match 
between frame and style of thinking to affect extension 
evaluations, we examined whether brand extension fit might 
be affected as well Planned contrasts showed that analytic 
thinkers perceived greater extension fit when the extension 
was described using an analytic versus a holistic frame 
(M = 3 70 versus 3 00, SD = 1 70 versus 1 64, F(1, 72) = 
300, p « 05) In contrast, holistic thinkers perceived 


FIGURE 5 
Study 5: Brand Extension Evaluation 
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greater extension fit when the extension was described 
using a holistic versus analytic frame (M = 3 1 versus 2 3, 
SD = 1 26 versus 1 61, F(1, 72) = 2 70, p = 05) 


Supplementary analysis We found that message appeals 
that match a consumer's style of thinking result 1n more 
favorable extension evaluations As a follow-up, we exam- 
ined possible reasons analytic and holistic thinkers respond 
in this way Information that matches a person's attitudes, 
goals, or processing style may be more effective for several 
reasons, including perceptions of higher message quality 
(Lavine and Snyder 1996), higher fluency (Lee and Aaker 
2004), and greater motivation and scrutiny (DeBono and 
Harnish 1988) We measured all three of these factors— 
message quality, ease/fluency of message processing, and 
motivation/scrutmy—-to explore whether they are responsi- 
ble for the matching effect we observed 1n our study We 
analyzed all measures in a 2 (style of thinking analytic, 
holistic) x 2 (frame analytic, holistic) between-subjects 
analysis of variance The results revealed that a matching 
effect (style of thinking x frame interaction) was significant 
only for message quality (F(1, 72) = 7 85, p « 01, other 
measures, ps » 10) Planned contrasts showed that analytic 
thinkers perceived message quahty as higher for the ana- 
lytic than for the holistic frame (M = 4 48 versus 3 84, FC, 
72) = 3 15, p < 05) In contrast, holistic thinkers perceived 
message quahty as higher for the holistic than the analytic 
frame (M = 4 25 versus 3 37, F(1, 72) x 4 71, p < 05) 


Discussion 


The results 1dentify another method for enhancing brand 
extension evaluations among analytic thinkers Providing 
product information about the extension increased evalua- 
tions for analytic (holistic) thinkers, but only when the 
product information was presented using an analytic (holis- 
tic) frame Matching the message frame to styles of think- 
ing resulted 1n more favorable perceptions of message qual- 
ity, which led to enhanced extension evaluations 

In addition, these findings provide support for the role 
of style of thinking 1n brand extension response In our prior 
studies, we presented evidence that analytic and holistic 
thinking resulted 1n different responses to functional brand 
extensions, including analyses of thought data (Studies 1 
and 2) and manipulations that reduced analytic thinking and 
increased extension evaluations (Studies 3 and 4) In Study 
5, we add to this evidence by showing that extension infor- 
mation enhances extension evaluation only 1f the informa- 
tion matches the consumer’s style of thinking The 
crossover interaction between style of thinking and message 
frame makes ıt unlikely that factors other than styles of 
thinking can account for our extension evaluation results 


General Discussion 


The findings support the view that brand elasticity 1s jointly 
determined by parent brand concept and consumer styles of 
thinking For functional brands, holistic thinkers provide 
more favorable responses to distant brand extensions than 
analytic thinkers In contrast, for prestige brands, holistic 
and analytic thinkers respond equally favorably This effect 


90 / Journal of Marketing, May 2010 


emerges when analytic and holistic thinking are examined 
as an individual difference (Study 1) and as a situationally 
induced mind-set (Study 2) Thus, the findings identify ana- 
lytic thinkers as the roadblocks for functional brands want- 
ing to extend into new and different product categories 

The results also provide guidance to managers 1n meet- 
ing this challenge To reduce analytic thinking and close the 
gap in extension evaluation between analytic and holistic 
thinkers, we find that subbrand architecture (Study 3) and 
elaborational communications (Study 4) are effective To 
increase the acceptance of positive information about exten- 
sions, which enhances extension evaluation, we find that 
matching the way product information is presented to the 
consumer’s style of thinking 1s effective for both analytic 
and holistic thinkers (Study 5) 


Conceptual Contributions 


Across studies, we find consistent evidence for an inter- 
action between parent brand characteristics (prestige versus 
functional) and consumer styles of thinking (analytic versus 
holistic) ın response to brand extensions These findings 
suggest that a consideration of interaction effects could be 
the key to unlocking the complexities of how consumers 
evaluate brand extensions Prior brand extension research 
has identified many important factors that influence the way 
brand extensions are evaluated—4ncluding parent brand 
characteristics (prestige versus functional, broad versus nar- 
row, high versus low quality), consumer characteristics (low 
versus high involvement, high versus low brand commit- 
ment, styles of thinking), and extension characteristics (dis- 
tant versus near, upward versus downward stretch, line versus 
brand extension) The results demonstrate the importance of 
understanding the interactions among these factors 

Consider the interaction between styles of thinking and 
nature of the parent brand (prestige versus functional) 
reported herein This finding clarifies and qualifies prior 
research that examines these two factors independently 
Prior research examining the prestige versus functional 
brand distinction has made the important observation that 
functional brands are less elastic than prestige brands, as 
evidenced by the poor evaluations consumers give to distant 
extensions of functional brands (Park, Milberg, and Lawson 
1991) Our research clarifies this observation, finding that 
only some consumers (analytic thinkers) experience diffi- 
culty relating to distant extensions of functional brands, 
whereas others (holistic thinkers) do not Thus, 1t 1s analytic 
thinking that undermines the acceptance of extensions of 
functional brands, which can be overcome by the use of 
subbrands and elaborational communications These find- 
ings also qualify prior research on the use of subbrands and 
communication strategies to improve brand extension 
evaluations Specifically, the results suggest that not all con- 
sumers are positively influenced by subbrands or elabora- 
tional communications strategies—only analytic thinkers 
are affected by these strategies 

Finally, the results highlight the importance of con- 
sumer styles of thinking and mind-sets in understanding 
brand extension response Although prior brand extension 
research has identified many factors that influence con- 
sumer response, the idea that consumers may have different 


styles of thinking or mind-sets that affect extension 
response has been a late addition to the literature Just 
recently, Monga and John (2007) and Ahluwalia (2008) 
have shown that holistic styles of thinking, which enable 
consumers to engage 1n more relational thinking, contribute 
to making brands more elastic Other types of consumer 
mund-sets influence brand perceptions as well For example, 
Kim and John (2008) find that consumers with more 
abstract (concrete) mind-sets rely more (less) on brand 
extension fit to evaluate brand extensions Lee and Shavitt 
(2006) show that consumers with different social identity 
mind-sets weigh the importance of retail store brands (e g , 
Nordstrom versus Sears) differently when evaluating sym- 
bolic (eg, running shoes) versus nonsymbolic (eg, 
microwave) products Taken together, these recent findings 
suggest that how consumers process brand 1nformation 1s as 
important as, or perhaps even more important than, tradi- 
tional factors 1ncluded 1n branding research 


Managerial Implications 


The general consensus 1n branding research 1s that brands 
should not extend too far from the parent brand, especially 
functional brands This advice ıs sound but also conserva- 
tive in nature What guidelines are available for managers 
who are willing to nsk extending their brands to distant 
categories? The findings offer the following direction First, 
brands can be stretched much farther for consumers who 
think holistically than for those who think analytically Ana- 
lytic thinkers have a narrow perception of the boundaries 
for the brand, whereas holistic thinkers are able to connect 
the parent brand and distant extensions Although holistic 
thinkers may be difficult to target individually, there are cer- 
tain ethnic groups and geographic areas that tend to have 
higher concentrations of holistic consumers For example, 
consumers from Eastern cultures, such as China, India, and 
Japan, tend to think more holistically (Monga and John 
2007) Similarly, multicultural consumers, such as Hispanic 


Americans and Asian Americans, are likely to be more 
holistic (Escalas and Bettman 2005) Even U S consumers 
from certain states, such as Georgia, South Carolina, and 
Hawai, are much more likely to engage 1n holistic thinking 
(Nisbett et al 2001, Vandello and Cohen 1999) 

Second, the challenges of extending brands into distant 
product categories can be overcome with strategies readily 
available to managers Subbrands and elaborational com- 
munications increase the acceptance of distant extensions of 
functional brands among analytic thinkers Just as 1mpor- 
tant, this research indicates that these strategies are unnec- 
essary if the consumer target consists of holistic thinkers, as 
would be the case for consumers from Eastern cultures or 
multicultural consumers with Eastern heritage As multicul- 
tural consumers become more acclimated to the United 
States, they may become equally adept at analytic and 
holistic thinking In this case, the managerial strategies we 
have discussed, as well as situational cues that prime holis- 
tic thinking, should be considered For example, movies or 
advertisements depicting relational connections versus indi- 
vidual separation could encourage consumers to thinking 
holistically versus analytically 

Finally, this research illustrates the importance of think- 
ing about brand concepts when positioning and building 
brands The distinction between functional and prestige 
brands was raised in academic research more than 20 years 
ago (Park, Jaworski, and MacInnis 1986) The findings reit- 
erate how important the distinction is for successfully lever- 
aging brands, particularly in the United States and other 
Western cultures 1n which analytic thinkers are more com- 
monly found Although prestige concepts can be more diffi- 
cult to build than simple functional concepts, it 1s also the 
case that substantial advantages accrue to prestige brands 
when leveraging By considering styles of thinking, the 
findings provide a fresh perspective on how brand concepts 
either enable or reduce opportunities for leveraging brands 
in the United States and around the globe 
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Marketing Healthful Eating to 
Children: The Effectiveness of 
Incentives, Pledges, and 
Competitions 


This research examines how school administrators can motivate children to make more healthful food choices 
using incentives, pledges, and competitions as interventions A six-month field study was conducted across 55 
elementary and middle schools, and the authors analyzed the data using a two-level Bayesian hierarchical linear 
model All three interventions increased the choice of fruits and vegetables (the proportion of children choosing 
additional servings increased 3 to 24 percentage points) ten weeks after the interventions ended However, younger 
(Grades 1 and 2) and older (Grades 3-8) children responded differently to the interventions Although both younger 
and older children responded more favorably to the competition intervention than to the pledge or incentive 
interventions, the effects of the competition and incentive interventions were more pronounced among the younger 
children A second field study, also with schoolchildren, examined the role of pledge reminders on adherence to the 
pledge The presence of a visible reminder of a pledge resulted in significantly better outcomes than no reminder 
of a pledge 


Keywords children, healthful eating, competition, pledge, incentives, cognitive development, hierarchical Bayesian 


linear models 
esearch has shown that ıt 1s easier to develop health- servings of vegetables (three servings) each day These 
ful eating habits among children than among adults findings together suggest that children may be vulnerable to 
(Klein-Hessling, Lohaus, and Ball 2005) and that various significant health risks because of a lack of ade- 


eating patterns established in childhood tend to persist quate intake of healthful foods However, if they can be 
throughout life (Lien, Lytle, and Klepp 2001, Lowe et al motivated to eat healthfully, the benefits are likely to be 


2004) However, statistics 1ndicate that children fail to meet long-lasting This underscores the need to examine the ways 
the recommended daily consumption levels of fruits and children can be motivated to eat healthfully 

vegetables in the United States (US Department of Agri- In this regard, schools are an 1mportant environment 
culture 2001) For example, one study reports that only 5% that shape children's nutritional habits (Perez-Rodrigo and 
of elementary and middle schoolchildren meet the recom- Aranceta 2001) With more than 53 million children in 
mended servings of fruits and vegetables (Brady et al attendance 1n U S. schools on a regular basis, schools are 


2000) A report by the Centers for Disease Control (CDC under increasing pressure to offer more healthful lunches 
2009c) found that only 32% of high school students While increasing the availabihty of healthful foods in 
reported eating the recommended serving of fruits (two school lunches should improve children's diets, school 
servings) and only 13% reported eating the recommended administrators often face the additional challenge of suc- 
cessfully motivating children to choose the healthful foods 
This research focuses on exploring interventions that can 
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examine the effects of these interventions 1n actual school 
settings Prior studies have found that pledges and competi- 
tions are effective at changing behavior 1n adult populations 
(e g, Chen and Komorita 1994, Klem and Klesges 1988), 
but few studies have examined their application among 
young children We suggest that the effectiveness of these 
interventions depends on the level of cognitive development 
achieved by the child and predict that younger children 
(cognitively less developed) will respond differently to the 
1nterventions than older children who are more cognitively 
developed To the best of our knowledge, this differential 
effect has not been examined 1n prior literature 

The data for this research come from two field experi- 
ments We conducted Study 1 to test the effectiveness of 
competitions and pledges 1n changing food choices of stu- 
dents from 55 elementary and middle schools over a six- 
month period Overall, the results suggest that all three 
interventions—4ncentives, competitions, and pledges—can 
improve healthful food choices, however, tbe relative effec- 
tiveness of the three interventions depends on the age of the 
children We conducted Study 2 with children enrolled 1n an 
after-school program to test the role of reminders in making 
pledge interventions work 

This research makes several contributions to the litera- 
ture on marketing healthful eating choices to children Furst, 
we identify incentives, pledges, and competitions as viable 
mechanisms to motivate schoolchildren to make healthful 
food choices over a relatively long period Because the 
effects of pledges and competitions as motivators of health- 
ful food choices among children have not been studied, this 
research also contributes to knowledge of child behavior 
Second, we identify cognitive development as a crucial fac- 
tor moderating the effectiveness of incentives, pledges, and 
competitions Third, in line with the social marketing con- 
cept (Kotler and Zaltman 1971), we approach the problem 
of motivating healthful eating 1n schoolchildren from the 
perspective of a school administrator and provide actionable 
ideas to 1mplement a healthful eating program on a school- 
or districtwide basis 

We begin by summarizing some key findings from prior 
research on incentives, pledges, and competitions as 1nter- 
ventions We then present the conceptual framework, report 
the results of two empirical studies conducted among 
schoolchildren, and conclude by summarizing the results 
and outlining some 1mplications for school administrators 
and public policy makers 


Literature Review 


Incentives, Pledges, and Competitions as 
Interventions 


Incentives Incentives as health interventions refer to 
any positive reward for changing or adhering to healthful 
behaviors Thus, incentives can be monetary or nonmone- 
tary Incentives have been widely used to promote a vanety 
of behaviors, including seat belt use (Geller, Paterson, and 
Talbot 1982), recycling (Katzev and Pardını 1987), pedes- 
trian crosswalk use (Boyce and Geller 2000), and healthful 
eating among children (e g , Thomas et al 2003) The use 
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of incentives as interventions follows from behavior modifi- 
cation theories that find that a reward increases the rate or 
probability of the behavior on which the incentive 1s contin- 
gent (e g , Skinner 1953) Overall, the literature on 1ncen- 
tives suggests that incentives can increase healthful eating 
choices among children Thus 


H, Providing incentives increases healthful food choices 
compared with not offering incentives 


Pledges Consistent with its dictionary meaning, we 
define a “pledge” here as “a solemn promise or agreement 
to do or refrain from doing something" (see http //dictionary 
reference com/browse/pledge) In a healthful eating context, 
a pledge can be interpreted as a promise to eat more fruits 
and vegetables or to avoid eating unhealthful foods, such as 
oils and fats Research on topics as diverse as increasing 
blood donation from potential donors (Pittman et al 1981), 
using safety seat belts in automobiles (Kello, Geller, and 
Rice 1988), eating healthfully (De Nooyer, De Vet, and 
Brug 2006), abstaining from premarital sex (Bearman and 
Bruckner 2001), and communicating intentions of commit- 
ment to the relationship (Anderson and Weitz 1992) has 
documented increased compliance when people pledge to 
undertake these behaviors than when they do not pledge 
Typically, a pledge 1ncreases the level of commitment that 
is attached to the behavior, and this increased level provides 
the internal motivation to behave in a manner consistent 
with the pledge 


Competitions A competition 1s the act of striving for 
some reward (e g , profit, prizes) against some other person 
or group In a healthful eating context, having children 
compete for rewards, such as recognition or prizes, by chal- 
lenging them to eat more fruits and vegetables can be con- 
sidered the 1mplementation of a competition intervention 
Competition between individuals or groups of individuals 
has been used as an intervention to promote healthful 
behaviors, such as weight loss (Brownell et al 1984, Klem 
and Klesges 1988) and smoking modification. (Hessol 
1986) The underlying reason for the effectiveness of com- 
petitions 1s that people are motivated to perform better 
when they are put 1n situations that allow them to compare 
their performance with another individual or group (Hinsz 
2005) Research shows that competitions are more effective 
in eliciting the required behavior when people compete in 
teams rather than as individuals (Stunkard, Cohen, and 
Felix 1989) This suggests that both intrinsic and extrinsic 
(social aspects) motivations affect outcome performance 

An important limitation of the literature on all three 
interventions 1s the paucity of research exploring the effec- 
tiveness of these interventions on young children Most 
studies have focused on adults (e g, Chen and Komorita 
1994, Stunkard, Cohen, and Felix 1989) or adolescents 
(e g , Bearman and Bruckner 2001) Given the lack of prior 
research on young children, we refer to the literature in 
child development to predict how these three 1nterventions 
are likely to influence eating behaviors of young children 
Specifically, we refer to the research on stages of cognitive 
development among children (e g , Piaget 1970) 


Stages of Cognitive Development 


The literature on childhood development suggests that a 
child's cognitive development ıs positively correlated with 
age (Piaget 1952, 1970) These developments involve 
changes 1n the cognitive processes that children are capable 
of, as well as their 1nformation-processing abilities. Accord- 
ing to this literature, children develop from relying on rela- 
tively less complex, action-based processes to more com- 
plex, mental-based processes as they grow older Therefore, 
both the quantity and the quahty of the information 
acquired and processed differ as a child ages Although 
Piaget identified four stages (sensorimotor, preoperational, 
concrete operational, and formal operational), we focus on 
three of these stages—preoperational, concrete operational, 
and formal operational. —which are applicable to our popu- 
lation of interest We use age, or more specifically grade 
level, as an 1ndicator for the stage of cognitive development 
Although disagreement exists whether age 1s the best 1ndi- 
cator of developmental stage, research has indicated that 
younger children are more likely to have less developed 
cognitive ability than relatively older children (Bahn 1986) 

Children between the ages of 4 and 7 (also referred to as 
younger children in this research) fall in the preoperational 
stage In this stage, children’s thought processes are still 
developing, and they rely little on logical thought They per- 
form perceptual and affective tasks by focusing only on per- 
ceptual dimensions (e g , color) They are capable of form- 
ing preferences but do not possess the cognitive complexity 
required for goal commitment (Piaget 1970) Conversely, 
children between the ages of 7 and 11 are considered ın the 
concrete operational stage These children are capable of 
logical thinking and have the ability to use more than one 
dimension, which can be perceptual, functional, or cognt- 
tive, ın processing information (Ward, Wackman, and 
Wartella 1977) The formal operational stage begins at age 
12 and continues 1nto adulthood This stage produces a new 
kind of thinking that 1s abstract, formal, and logical Think- 
ing 1s no longer tied to events that can be observed A child 
at this stage can think hypothetically and use logic to solve 
problems (Piaget 1970) For the purposes of this research, 
we group formal operational and concrete operational chil- 
dren together and refer to them as “older children” 


Effect of interventions across cognitive groups 
Research has shown that children in the preoperational 
stage of cognitive development follow heteronomous think- 
ing, while concrete operational and formal operational chil- 
dren follow autonomous thinking (Nobes and Pawson 2003, 
Piaget 1970, Ruffy 1981) A characteristic of heteronomous 
thinking 1s rigidity of rules, that 1s, rules are fixed and can- 
not be changed However, in autonomous thinking, there 1s 
a greater realization that rules are more of a social conven- 
tion and that they can be changed according to circum- 
stances This pattern of development in thought underlies 
the moral responsibility that younger children feel 1n obey- 
ing authority compared with older children This suggests 
that younger children are more likely than older children to 
comply with interventions initiated by authority figures 
(e g , teachers, parents), provided that the younger children 


have the cognitive capability to understand what they are 
being asked to do 

Young children seem to have the necessary cognitive 
capability to understand incentives and competitions Prior 
research has shown that children as young as age four 
demonstrate social comparison by rating themselves higher 
after doing better versus worse than another child (Butler 
1989, 1998, Frey and Ruble 1985) Similarly, incentives 
have been found to be effective with children of this age 
(Tapper, Horne, and Lowe 2003) Therefore, 1ncentives and 
competitions are more likely to be successful with younger 
than older children Thus 


H4 Younger children respond more favorably to incentives 
than older children 


H4 Younger children respond more favorably to competitions 
than older children 


In the case of pledges, however, although younger chil- 
dren may be more motivated to comply as a result of het- 
eronomous thinking, they are less hkely to understand the 
implications of pledges because of their limited cognitive 
development and thus may not be able to comply Child 
development research has shown that keeping a promuse, 
commitment, or a pledge 1s a cognitively and linguistically 
difficult concept for children 1n the preoperational stage of 
cognitive development to understand (e g , Astington 1988, 
Maas and Abbeduto 2001) Because these children do not 
possess the necessary cognitive capability to form commit- 
ments, they are less likely to adhere to the pledges they 
make Older children in the concrete operational and formal 
operational stages possess the cognitive capabilities to form 
attachments and commitments (eg, James 2001) Thus, 
they are more likely to understand the meaning and 1mplica- 
tion of pledges 


H, Older children respond more favorably to pledges than 
younger children 


Effect of interventions within cognitive groups Another 
implication of the argument that young children understand 
incentives and competitions and comply with them better 
than pledges ıs that, for younger children, incentives and 
competitions are more likely to be successful than pledges 
Thus 


H; Younger children respond more favorably to incentives 
and competitions than pledges 


For older children, it 1s more difficult to make predic- 
tions about the relative efficacy of the three interventions 
Although older children are cognitively more developed to 
understand all three interventions, the relative motivating 
effects of the interventions are not clear Furthermore, prior 
research on incentives, pledges, and competitions provides 
little insight into the issue However, ıt 1s of great practical 
importance to know which of these interventions 1s more 
effective with older children Therefore, rather than state a 
formal hypothesis, we empirically test the relative effects of 
incentives, pledges, and competitions among older children 
and leave it as an empirical research question We tested the 
hypotheses with schoolchildren in Grades 1—8 using a lon- 
gitudinal field study (Study 1) 
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Study 1 


The objective of this study was to understand the moderat- 
ing effects of cognitive development on the relative effec- 
tiveness of incentive, pledge, and competition interventions 
on healthful eating choices among schoolchildren The 
study consisted of three experimental conditions “incentive 
only,” “pledge + incentive,’ and "competition + incentive” 
Because of constraints imposed by the schools, we were 
required to offer incentives to all the students 1n the study 
That ıs, the pledge and competition conditions also included 
an incentive component Our assumption ts that pledges and 
competitions have an additive effect with incentives 
Because an incentive-only condition was present, we can 
measure the effects of pledge and competition beyond that 
of incentive only For example, comparing the pledge + 
incentive condition with the incentive-only condition reveals 
the effects of the pledge intervention If the pledge + incen- 
tive condition results are no different from the 1ncentive- 
only condition, ıt indicates that the pledge component of the 
intervention did not add anything beyond the incentive com- 
ponent Conversely, 1f the results of pledge + incentive con- 
dition are superior to those of the incentive-only condition, 1t 
indicates that the pledge component of the intervention has 
an added 1mpact beyond that of the incentive component 
All students were told that those who selected two or 
more fruits and/or vegetables on any given day would be 
given a small incentive (e g , pencils, stickers, key chains) 
and a chance for a bigger reward by random drawing 1f they 
selected two or more fruits and/or vegetables every day of 
the week (eg, a mountain bike, a soccer ball, sneakers) 
Participants 1n the pledge + incentive condition were told 
about the incentives and were asked to make a personal 
pledge to eat more fruits and vegetables by signing their 
name on a special poster prepared for the occasion and 
placed 1n the classroom for the duration of the study Par- 
ticipants in the competition + incentive condition were told 
about the incentives and also that they were in a friendly 
healthful eating competition with students at the same grade 
level from other participating schools Pror research has 
shown that competition with anonymous competitors elicits 
greater motivation than competition with known competi- 
tors (Yu, Han, and Chan 2008), therefore, specific details of 
the other schools and participants were not revealed to the 
students The prize was grant money to the top two schools 
Because the proceeds of the win accrued to the school, the 
level of personal reward was maintained to be the same 
across the conditions to avoid potential confounding 
Approximately 31,000 public school students 1n Grades 
1-8 (ages ranged from 5 to 14 years) participated 1n this 
longitudinal, multicomponent field study conducted over a 
six-month pernod A local not-for-profit organization was 
involved ın its implementation Participating schools were 
provided an enhanced lunch menu during the study period 
While the standard lunch menu offered one fruit and one 
vegetable, the enhanced menu consisted of two fruits and 
two vegetables The new menu and the benefits of healthful 
eating were also communicated to students through flyers, 
banners, posters, and regular public announcements over 
the intercom Teachers were encouraged to discuss healthful 
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eating in the classroom, and a local radio station popular 
with schoolchildren was involved 1n promoting the program 
over the air 

A stratified random sampling was used to assign the 55 
schools to the three study conditions mentioned previously 
First, schools were stratified on the basis of their enrollment 
size, academic performance status, and cafeteria style (the 
schools in the study offered both traditional cafeteria-style 
lunches and prepacked bag lunches) After this stratifica- 
tion, schools were randomly assigned to one of three study 
conditions Thus, all students in a particular school 
belonged to the same 1ntervention condition. This precluded 
the effect of students ın different intervention conditions 
discussing alternative interventions The second indepen- 
dent variable was age Because 1t was not possible to mea- 
sure the age of the child directly, grade served as a proxy 
measure Grades 1 and 2 represented younger children (pre- 
operational stage), and Grades 3-8 represented older chil- 
dren (concrete and formal operational stage) 

Two fruits and/or vegetables were used as the cutoff 
because informal discussions with the cafeteria staff indi- 
cated that students mostly chose only one—either a fruit or 
a vegetable—with their lunch Therefore, ignoring the first 
fruit and vegetable serving enabled us to control for the 
default choice that would have happened even without the 
intervention, thus providing a more conservative test of the 
hypotheses 


Procedure 


Six weeks before the main study began, two baseline mea- 
sures were collected These baseline measures helped rule 
out the possibility that any 1ncrease in fruit and/or vegetable 
choice during the 1ntervention periods could be attributed to 
the increased availability or novelty of fruits and vegetables 
from the new menu For a one-week period, the same 
enhanced menu that was used during the main study was 
provided to students in the participating schools, and their 
daily fruit and vegetable selection was recorded However, 
no mention was made about why the new menu was 
offered The following week, the enhanced menu was with- 
drawn, and students’ fruit and vegetable choices with the 
regular menu were recorded A repeated measures analysis 
of variance conducted on the two measures revealed no sig- 
nificant differences, indicating that an enhanced menu in 
and of itself would not increase fruit and vegetable choice 
in the absence of other interventions (Menhancea = 44, 
Mreguiar = 45, F(1, 731) = 2 16, p > 1) 

The main study was conducted over six consecutive 
weeks, and the daily choice of fruits and vegetables was 
recorded for each student 1n each school (weeks are noted 
as W1, W2, W3, W4, W5, and W6) At the end of the sixth 
week, all students were told that the healthful eating pro- 
gram had ended The pledge poster board was removed 
from the pledge + incentive condition classrooms, and the 
competition + incentive group students were told that the 
winner would be announced soon (winners were announced 
after all the data collection was completed) In the week 
immediately following the main study, the enhanced menu 
was again provided, and choice was again recorded to track 
short-term follow-up behavior (SF) Finally, ten weeks after 


the completion of the main study, long-term follow-up 
behavior (LF) was tracked by again offering the enbanced 
fruits and vegetables menu for a week and recording choice 
(for the timeline, see Table 1) Therefore, the study was 
designed as a 3 (intervention incentive only, pledge + 
incentive, competition + incentive) x 2 (age younger chil- 
dren, older children) x 9 (time baseline, W1, W2, W3, W4, 
W5, W6, SF, LF) mixed factorial design with intervention 
and age as between-subjects variables and time as a within- 
subject variable 

All data were collected by the cafeteria staff As part of 
their daily normal activity, these staff members routinely 
recorded students' lunch choices for bilhng purposes In 
addition to that task, for purposes of the study, they kept a 
record of whether the student took two or more fruits and 
vegetables The possibility of errors 1n data collection was 
minimized by providing extensive training in recording 
data We conducted random checks to verify the accuracy of 
the data 

The primary goal of marketing healthful eating to chil- 
dren 1s to foster a sustained change 1n food choice There- 
fore, we focus on the LF condition 10 weeks after comple- 
tion of the intervention for hypothesis testing For qualitative 
insights and completeness, we report the results for all 
weeks, but we do not elaborate on week-to-week variations 


Data 


Because of privacy concerns, individual choice data were 
aggregated to the homeroom level by the schools and 
reported to us as a count of the students who took two or 
more fruits or vegetables each day ın each homeroom 
Therefore, the umt of analysis for this study was at the 
homeroom level In addition to the count, the total number 
of students 1n each homeroom was reported Because the 
number of students 1n each homeroom differed within and 
across schools, we converted the counts to proportions to 
indicate the relative number of students 1n each homeroom 
who chose two or more servings of fruit and vegetables for 
each day of the week We then aggregated the daily data to 
form weekly averages for each homeroom to aid computa- 
tional convenience. When only a small subset of data was 
missing, we used an 80% cutoff rule to compute weekly 
averages That ıs, 1f four of five days of data were available, 
we used this to calculate the weekly average However, if 


two or more days of data were missing, we considered it 
missing data 

Data from 1659 homerooms were available After the 
missing data were considered, complete data were available 
for 646 (39%) homerooms The primary reason for the 
missing data was a lack of recording of the fruit or veg- 
etable choice by the cafeteria staff Although the staff was 
told of the importance of recording data on all days, some 
stopped recording data during particularly busy periods, 
when understaffed, or because of a lack of interest 1n com- 
plying with our request Although data were not recorded, 
students continued to receive the enhanced menu An analy- 
sis of the homerooms with missing data using the different 
1ndependent variables (study condition, enrollment size of 
school, prepack, grade, and academic performance) did not 
show any systematic differences suggesting that the missing 
data were a random occurrence 

The top part of Table 2 presents summary statistics for 
the proportion of students choosing additional fruits. and 
vegetables 1n the prestudy baseline week with the enhanced 
menu In the baseline week, the proportion of students 
choosing fruits and vegetables differed between study con- 
ditions for both the younger and the older students 
(Fyounger(2, 200) = 1106, p < 01, Foider(2, 442) = 23 35, 
p < 0D) We control for this difference ın the statistical 
modeling of the results and focus our attention on the 
absolute change over the baseline 1n each study condition 


Method of Analysis 


We used a two-level hierarchical linear model (HLM) to 
analyze the data because homerooms were within the ran- 
domly assigned study condition schools and it 1s possible 
that the different homerooms within each school were cor- 
related with study condition, thus displaying less variance 
than if a truly random sample was used To estimate the 
variance 1n outcomes due to data nesting, we used HLM 
analysis to account for homeroom (Level 1) and school 
(Level 2) vanance separately 

We estimated linear models with fixed and random 
effects The dependent variable 1n each analysis 1s the pro- 
portion of students choosing additional fruits and vegeta- 
bles We are specifically interested ın the effects of the 
intervention, age, and time We represent the basic model as 
follows 


TABLE 1 
Timeline for Various Events During the Study 


Duration of 
Data Collection 


Weeks Before and 
After Intervention 


Description Code 





One week 
One week 


Six weeks before 
Five weeks before 
From the fourth week 


(before) to the beginning 

of the intervention No data collection 
Intervention Six weeks 
Week 1, after One week 
Weeks 2-9, after No data collection 
Week 10, after One week 


Intervention period, enhanced menu 
Short-term follow-up, enhanced menu SF 


Baseline, enhanced menu — 


Baseline, regular menu — 


Regular menu — 
W1, W2, W3, W4, W5, W6 


Regular menu -— 


Long-term follow-up, enhanced menu LF 
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TABLE 2 
Proportion of Children Choosing Fruits and Vegetables in Study 1 





Younger Children Older Children 
Incentive Competition + Pledge + Incentive Competition + Pledge + 
Only incentives Incentives Only Incentives Incentives 
Baseline (enhanced menu) 64 44 51 50 46 36 
Modeled Change from Baseline 
Intervention Weeks 
W1 16* 26* 06* 06* 16* 19* 
W2 11* 23* 11* 07* uU 20* 
W3 08* 18* 10* 07* 18* 18* 
W4 05* 21* 09* 06* 17* 16* 
W5 06* 16* 02 05* 14* 16* 
W6 14* 23" 06* 06* 13* 15* 
Postintervention Follow-Up 
SF 12* 18* — 01 07* 14* 10* 
LF 09* 24* 08* 03* 11^ 07* 





*Indicates more than 95% of posterior mass away from 0 


Notes The table should be read as follows For younger children in the incentive-only condition, in the baseline week, 64 (proportion) of the 
children chose an additional serving of fruits and vegetables In W1, that proportion increased by 16, such that a total of 80 of the 


students chose an additional serving of fruits and vegetables 


8 
(1) Yit E B, *tBoxun + P3X3 yt T ECTS +t 9 T Yy T Egt d 
l=i 


random effects 





fixed effects 


Where y, 1s the dependent variable for homeroom 1 from 
school j in week t The variable x», equals 1 1f the home- 
room 1s in the competition + incentive condition and 0 if 
otherwise, and an x34, value of 1 indicates the pledge + 
incentive condition and O indicates otherwise We control 
for the differences 1n the baseline week with three inter- 
cepts D, 1s the baseline mean for the incentive-only condi- 
tion, B; + B 1s the baseline mean for the competition + 
incentive condition, and D, + B4 1s the baseline mean for the 
pledge + incentive condition We capture time with the 
dummy-coded w, variables, where Z = 1,  , 6 indicates 
Wi-W6, I = 7 1s SF, and l = 8 1s LF Random effects are 
accommodated by 9, ~ NQ, Gen) for school, Y} ~ N(0, 
Ohroom) for homeroom, and £t ~ N(0, G2 o) for observa- 
tional error 

We obtain model-based effects for each treatment con- 
dition and week by examining the appropriate coefficients 
The increase 1n W1 1s given by A,, W2 by Ay, and so forth 
We estimated an additional model that investigated interac- 
tions between intervention and time to determine whether 
there were differences in weekly effects between competi- 
tion + incentive and pledge + incentive conditions As we 
note subsequently, 1t 1s necessary to combine coefficients to 
obtain the overall effect of an intervention in a particular 
week To compare the effect of age, we estimated separate 
models for younger and older children 

We conducted additional analyses to ensure the robust- 
ness of the findings First, we checked the results by pool- 
ing the data and estimating a model, in which we entered 
"grade" as a continuous variable with interaction effects 
Second, we estimated additional models with the sample 


98 / Journal of Marketing, May 2010 


stratification variables (enrollment, academic performance 
status, and cafeteria style) included as covariates The sub- 
stantive results were the same under these different models, 
which suggests that the findings are robust to the assump- 
tions made about the model 

We estimated the models using Markov chain Monte 
Carlo (MCMC) simulation methods and adopted a Bayesian 
approach to inference (for information on the MCMC esti- 
mation algorithm and diagnostics used, see the Web Appen- 
dix at http //www marketingpower com/jmmay10) As 
Goldstein (1995, p 23) notes, a Bayesian method has “the 
advantage, in small samples, that it takes account of the 
uncertainty associated with the estimates of the random 
parameters and can provide exact measures of uncertainty " 
Although the total number of weeks by homeroom observa- 
tions 1s high (1827 for the younger children and 3987 for 
older children), as 1s the number of homerooms (203 for the 
younger children and 443 for the older children), the num- 
ber of homerooms within condition (ranging from 34 to 
206) and the number of schools (24 for the younger and 36 
for the older children) are relatively low Bayesian methods 
also allow us to calculate exact posterior probabilities for 
quantities of interest This facilitates testing effects, which 
involve combinations of coefficients, and tests across mod- 
els (e g , comparing younger and older children) 


Results 


Table 3 presents the coefficients and model fit statistics for 
the younger and older students for models with and without 
interactions between intervention and time We used New- 
ton and Raftery’s (1994) log-marginal density (LMD) and 
Raftery and colleagues’ (2007) modified Akaike informa- 
tion criterion (AIC) for model selection Both measures 
include an implicit penalty for the number of parameters 
and favor the model with the highest value, 1n this case, 


both measures favor Model 2 with interactions between 
intervention and time for the younger and older children 
Simulation-based MCMC methods produce "draws" or 
a "sample" of parameter values from their posterior distrib- 
ution We averaged these draws to summarize the results 
Table 3 shows the average or posterior mean of the model 
coefficients In the following analyses, we calculated effects 
that involve adding together parameters (e g , Ay + Ay x comp 
for W1 increases ın the competition + incentive condition) 
by combining the parameters on each draw and then averag- 
ing across the draws We used postenor probabilities to 
calculate the "significance" of parameters and effects In a 
Bayesian analysis, we can directly calculate the probability 
that (0, > 0), (8, < 0), or (0; > 062), where 0, 1s any parameter 
or effect of interest We 1ndicate this posterior probability 
by Pr to distinguish ıt from the frequentist p-value (a Pr > 
95 1s analogous to p « 05) Similarly, we can calculate the 
highest posterior density of a parameter or effect, this den- 


sity 1s analogous to a frequentist confidence interval Direct 
interpretation of the coefficients shows that many of the 
intervention X time interactions are different from zero 
(Table 3) Because there are interactions and many of the 
effects require combining coefficients, we present the perti- 
nent results in Table 2 and graphically represent them in 
Figure 1 

Our hypotheses require several comparisons All the 
comparisons use the model results (Table 3), which we 
summarize in the lower part of Table 2 and graphically rep- 
resent in Figure 1 As explained previously, we tested all 
hypotheses 1n the LF week 

For ease of exposition, hereinafter we refer to the 
incentive-only condition as the “incentive” condition, the 
pledge + incentive condition as the “pledge” condition, 
and the competition + incentive condition as the “competi- 
tion” condition We begin our analyses by examining 
whether the incentive condition produced significant results 


TABLE 3 
Study 1: Results of HLM Analysis 


Model 1: Posterior Means 


Younger Children 

Intercept 609* 
Competition - 042 

Pledge - 191 

W1 135* 
We 131* 
W3 108* 
WA 095* 
W5 061* 
W6 122* 
SF 079" 
LF 114” 


Competition x W1 

Competition x W2 

Competition x W3 

Competition x W4 

Competition x W5 

Competition x W6 

Competition x SF 

Competition x LF 

Pledge x W1 

Pledge x W2 

Pledge x W3 

Pledge x W4 

Pledge x W5 

Pledge x W6 

Pledge x SF 

Pledge x LF 

Shroom 023° 
school 075* 

Serror 024° 

LMD 796 0 

AIC 13182 


*indicates that the 9596 highest posterior density does not contain O 


Model 2° Posterior Means 


Older Children Younger Children Older Children 
482* 589* 538* 
023 — 177 — 047 

— 064 — 110 — 141 
147* 161* 065* 
161* 113* 072" 
152* 083* 072* 
135* 053* 057* 
128* 060* 052* 
123* 135* 064* 
106* 125* 071* 
072* 093* 034 

095* 091* 
114* 101* 
101* 112* 
157* 112* 
099* 087* 
094* 064* 
055 071* 
146* 079* 
— 105* 123* 
— 005 131* 
019 105* 
038 099* 
— 040 110* 
— 074* 087* 
— 136* 032 
— 009 035 
016* 023* 016* 
048* 075* 048* 
022* 024* 022* 
1919 8 805 5 19502 
3061 9 1346 1 3084 6 


Notes LMD and AIC favor the model with the larger value Intercept is proportion choosing fruits and vegetables in baseline week for the 
control condition Other variables are dummy coded and additive "Competition" represents “competition + incentive" and "Pledge" 


represents “pledge + incentive" conditions 
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FIGURE 1 
Change in Proportion of Children Choosing Fruits 
and Vegetables over Baseline Period in Study 1: 
HLM Analysis 
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over the baseline (main effect) for both age groups The 
results indicate that for both older and younger children, 
Prüncentive; p > 0) > 95 Because younger and older 
children showed significant increases in the LF week, we 
conclude that the incentive condition increased the proba- 
bility of choosing fruits and vegetables over the baseline 
when no interventions were offered Thus, H, 1s supported 
In addition, both pledge and competition conditions were 
significantly greater than the baseline in the LF week 
(Pr[competition; p > 0] and Pr[pledge; c > 0] > 95), which 
can be explained because both conditions included the 
incentives 

Our expectation was that because of the prevalence of 
heteronomous thinking ın younger children, incentives and 
competitions would be more effective among younger chil- 
dren than among older children In line with these expecta- 
tions, the incentive condition elicited more favorable 
responses among younger children than older children (Pr > 
95 in the LF week) Thus, H, 1s supported Furthermore, 
the competition condition also showed more favorable 
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responses among younger children than older children (Pr > 
95 in the LF week) Thus, H; 1s also supported 

We expected that because older children would be suffi- 
ciently cognitively developed to understand pledges, they 
would respond more favorably to pledges than younger 
children However, the results indicate that the pledge con- 
dition is not significantly different between younger and 
older children in the LF week (Pr < 90) Thus, Hy 1s not 
supported We examine possible reasons for this result 1n 
the “Discussion” section 

Because younger children understand incentives and 
competitions better than pledges, we expected that 1ncen- 
tives and competitions would be more effective than 
pledges for younger children As Figure 1 shows, competi- 
tions yielded better results than making pledges (Pr > 95 in 
the LF week) Furthermore, there was no difference 
between the incentive and the pledge conditions Recall that 
the pledge condition included an incentive component, and 
this lack of difference between the incentive and the pledge 
conditions suggests that the pledge did not add anything 
beyond what was present with just incentives alone This 
provides support for the contention that pledge interven- 
tions are not effective for younger children Thus, Hs 1s sup- 
ported In addition, for younger children, the competition 
condition showed a significant (Pr > 95) increase in the 
proportion of children choosing additional fruits and veg- 
etables beyond the incentive condition in the LF week 

Among older children, we found that the competition 
was more effective than making a pledge in the LF week 
(Pr > 95) Furthermore, both the competition and the 
pledge conditions resulted in a significant increase over the 
incentive condition in the LF week (Pr > 90 and Pr > 95, 
respectively) We examine possible reasons for this pattern 
of effects in the “Discussion” section 


Discussion 


The results of Study 1 indicate that incentive, pledge, and 
competition conditions resulted in significant increases in 
the choice of fruits and vegetables over the baseline period 
Even ten weeks after the interventions ended, the proportion 
of children choosing two or more servings increased 
between 3 and 24 percentage points, all significantly greater 
than zero at Pr > 95 Importantly, and as we predicted, the 
relative effectiveness of all three interventions depended on 
the age (and cognitive development) of the child Within 
age groups, both younger and older children responded 
most favorably to the competition Across age groups, 
younger children responded more favorably to the incentive 
and the competition than older children, but they responded 
no better to the pledge than older children 

Differences 1n ages are also apparent when comparing 
the pledge and competition interventions with the incentive 
condition The findings suggest that while simple incentives 
can motivate long-term changes 1n healthful eating choices, 
competitions can add significantly to these changes for 
younger and older children, and pledges can add to changes 
in older children For younger children, the pledge interven- 
tion did no better than the incentive, suggesting that pledges 
do not work well for younger children Although the study 
did not examine the effect of pledges or competitions 1nde- 


pendent from incentives, prior research has not offered any 
reason to believe that an interaction between these interven- 
tions and incentives 1s likely The results suggest that com- 
petition and, for older children, making a pledge are more 
effective than an incentive alone 1n motivating healthful eat- 
ing choices among schoolchildren 

The behavioral changes elicited by the competition 
intervention among younger children were significantly 
greater than the other conditions Similarly, the incentive 
intervention also worked better for younger children than 
for older children Therefore, when the interventions are 
easily understood, younger children seem to respond more 
strongly than older children This suggests that het- 
eronomous thinking acts synergistically with the interven- 
tion and underscores the importance of targeting younger 
children with healthful eating interventions 

The pattern of effects of the three interventions among 
older children suggests that older children responded more 
favorably to both competition and pledge interventions than 
to the incentive intervention This result 1s consistent with 
the notion that older children possess the cognitive capabil- 
ity to understand both competitions and pledges, and thus 
both interventions add to the effect of incentives alone We 
also found that older children respond more favorably to 
competitions than to pledges, implying that pledges may be 
less motivating than competitions 

Only one of our predictions was not supported by our 
empirical results Although we expected the pledge inter- 
vention to evoke more favorable responses among older 
children, we found no difference between the older and the 
younger children As we suggested in the previous para- 
graph, an explanation for this result might be that the older 
children lacked the motivation to comply with the pledge 
intervention because of autonomous thinking Thus, 
although they understood the concept of making a pledge, 
they were not sufficiently motivated to comply with it 

Another reason for the similarity between the older and 
the younger children 1n the pledge condition might be due 
to the study design Note that the effectiveness of the pledge 
is consistently and significantly more effective for older 
children than for younger children during the intervention 
weeks (see Table 2, W1—W6, all Pr > 95) However, the 
effectiveness for older children drops off significantly after 
the intervention period (from 15 ın W6 to 07 ın the LF 
week, Pr » 95) An 8 percentage point drop does not occur 
in any other condition between W6 and the LF week It 
could be that 1n the pledge condition, the pledge board that 
was prominently displayed 1n the classroom and removed at 
the end of the intervention period acted as a visible 
reminder (cue) of the pledge After 1t was removed, the cue 
was lost This could account for the steep drop-off for older 
children For younger children, because the pledge had no 
effect on them, we neither expected nor found a drop-off 

This explanation may also explain in a parsimonious 
way the previously described result that the competition 
was more effective than the pledge for older children Note 
that we also observed a similar pattern of effects as 
described in the previous paragraph during and after the 
intervention period between competition and pledge condi- 
tions for older children, implying that the drop-off in the 


pledge condition may be the reason for this pattern of 
results 

The explanation that reminding children about their 
pledge may be critical for the success of pledge interven- 
tions 1s noteworthy and has practical implications for 1mple- 
menting such interventions We conducted Study 2 to exam- 
ine this explanation more fully 


Study 2 


The objective of this study was to test whether a visible 
reminder about the pledge affects eating choice There 1s 
some evidence to support the notion that constantly remind- 
ing people about their pledge has a significant effect on the 
outcomes For example, Hull (1997) conducted a study 
aimed at encouraging seat belt use In the study, participants 
made a commitment by signing a pledge card and hanging 
it on their car’s rearview mirror This was designed to serve 
as a reminder of their pledge to wear seat belts As 
expected, significant 1mprovements were noticed in seat 
belt use ın most of the categories studied Similarly, Boyce 
and Geller (2001) provided their pledge participants with a 
card that reminded them about their pledges and found sig- 
nificant compliance with the pledge 1n their study However, 
when respondents were not reminded about a pledge, 
DeLeon and Fuqua (1995) found that pledge respondents 
did not differ from the control group participants Thus, 
reminding participants about their pledge appears to make 
the pledge more salient and 1ncreases compliance Thus, we 
posit that visible reminders or cues about pledges will 
increase their effectiveness 


Hg The effectiveness of pledges on eating choices 1s greater 
when a visible reminder of the pledge 1s present than 
when it 1s absent 


We conducted a field experiment with children in an 
after-school program to test this hypothesis Thirty primary 
schoolchildren (Mage = 7 20 years, SD = 1 27) participated 
in the experiment The study was a 2 x 3 mixed factorial 
design with the pledge cue (present or absent) as a between- 
subjects factor and day of measurement as a repeated mea- 
sure (baseline, first day, and last day) We expected to find 
that more fruits would be chosen when a visible pledge cue 
was present than when it was not present 


Procedure 


In addition to the regular snack the students received after 
school, five different cut fruits (e g , melons, grapes, straw- 
berries) were offered Children were told that they could 
take as many or none of the fruits offered A record of how 
many of the five fruits the children chose formed our mea- 
sure for this study Therefore, the recorded data took a value 
from zero to five for each participant. Counting the number 
of fruits taken rather than just recording whether a fruit 
choice was made resulted in greater variability in the data 
given the short duration of this study 

To familiarize children with the new snack offering and 
to control for novelty effects, we discarded the first day's 
data The second day's data constituted the baseline mea- 
sure The next day, before snack tune, children were given a 
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talk on healthful eating by their teacher They were told 
about the importance of eating five fruit servings every day 
To help them eat more fruits, the teacher explained how 
they could keep it fun by eating fruits from different color 
groups (eg, red fruits/strawberries, purple fruits/grapes) 
After this talk and associated activities (e g , 1dentifying dif- 
ferent fruits, coloring fruit pictures), the children were 
invited to make a pledge to eat more fruits every day The 
teacher read a pledge statement that the children repeated 
Each child was then asked to walk up to the front of the 
classroom and wnite his or her name on a white board kept 
there as evidence of their pledge 

A coin toss was used to randomly assign children from 
one classroom to the pledge-cue-present condition and chil- 
dren from the other classroom to the pledge-cue-absent con- 
dition In the pledge-cue-present condition, the white board 
on which the children had signed their names was placed 1n 
the dining room adjacent to the snack serving area Thus, 
the board served as a reminder of the pledge they had made 
In the pledge-cue-absent condition, the white board was 
removed from sight and kept 1n a cupboard for the duration 
of the study The fruits were offered for the next five days 
dunng which time choice data were collected on the first 
and last day of participation for each child 


Analysis and Results 


The data 1n this experiment represent the number of serv- 
ings y of fruit chosen by child 1 at time t, where y, 1s an 
integer ranging from zero to five For each participant, we 
obtained three observations—one at the baseline, one on the 
first day of the intervention, and one on the last day of the 
intervention—Tresulting 1n 90 (3 x 30) observations To take 
full advantage of the discreteness of the data and the nesting 
within subject, we fit a generalized HLM to the data with a 
Poisson link function. We used Bayesian methods to accu- 
rately measure the uncertainty ın this relatively small sam- 
ple The basic model 1s represented as follows 

Q, 0X4, +d 


4 Od, + Oc, +K, 
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fixed effects random ? 
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where x2, 1s an indicator variable that observation y,, 1s from 
the cue-present condition (for all days 1ncluding the base- 
line), d, 1ndicates that observation y, 1s from the first day 
of measurement, d», indicates the last day of measurement, 
c, indicates the cue-present condition, and the function f(*) 
is the link to the Poisson model (details are in the Web 
Appendix at http /Awww marketingpower com/jmmay10) 
Under this parameterization, 6 and Qt + represent the 
servings of fruit chosen 1n the baseline before the interven- 
tion 1n each experimental condition, by chance, this base- 
line number differed between the two experimental condi- 
tions, necessitating the use of two “intercepts” 6, captures 
the increase in fruit servings on Day 1, ò captures the 
increase on the last day of the interventions, and 05 captures 
the incremental increase attributed to the cue being present 
We also estimated additional models that tested just the 
main effect of day or cue 
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Table 4 summarizes the results from selected models 
Because the Poisson regression model is nonlinear in the 
coefficients, we calculate and present only the pertinent 
effects (for details, see the Web Appendix at http //www 
marketingpower com/jmmay10) Model 1 is the “full” 
model with all main and 1nteraction effects for day and cue 
The no-cue baseline of 3 09 1s different from the cue base- 
hne of 198 pieces of fruit, and because this difference 1s 
not due to the experimental manipulations, 1t 1s controlled 
statistically The primary reason for the difference in the 
mean baseline values was the presence of a larger number 
of children choosing the maximum offerings of fruit ın the 
no-cue condition than in the cue condition We ran a sepa- 
rate analysis after dropping these participants Without 
these participants, the baseline values were not significantly 
different between the two conditions (p > 10) More impor- 
tant, the effect of the cue was the same with or without 
these students 1ncluded 

In the no-cue condition, without the cue being visibly 
present, there was no increase 1n choice of fruit on either 
the first day (Pr[Day lao cue] > O = 37) or the last day 
(Pr[Last Dayao cue] > 0 = 53) of the intervention However, 
in the cue condition, with the cue visibly present, there was 
a significant average increase of 90 pieces of fruit on the 
last day (Pr[Last Day,,.] > 0 = 96) and an increase of 45 
pieces on the first day, though 1t was not statistically signifi- 
cant (Pr[Day leue > 0 = 81) Thus, Hg 1s supported Model 
2 1n Table 4 drops the insignificant effects from Model 1, 
which results 1n identical substantive conclusions, of all 
models tested, 1t was the preferred model based on the 
LMD and AIC 


Discussion 


This study provides insight into a moderator for the pledge 
condition—namely, cue visibility—and demonstrates that 
the effectiveness of pledges 1s determined by the presence 
of visible reminders of the pledge Although prior research 
has identified that the public versus private nature of 


TABLE 4 
Study 2: Effect of Pledge Reminders (Cue) on 
Choice of Fruits: Poisson Regression 


Posterior Means 


Model 1 Model 2 

No Cue 

Baseline 3 088* 3 026* 

First day — 215 —a 

Last day 058 —a 
Cue Present 

Baseline 1 983* 1 987* 

First day 450 451 

Last day 903* 905* 
OŽtudent 231* 231* 
LMD —159 1 —157 7 
AIC —338 0 —333 9 


*Pr(effect > 0) > 95 

aWe dropped these effects from the model 

Notes "First day" and "Last day" represent increase over "baseline " 
LMD and AIC favor the model with the largest value 


pledges 1s important (Craldin 1993), there has been little 
focus on the visibility of the pledge cue or the use of 
reminders as tools to increase pledge compliance The 
results indicate that the use of visible cues or reminders can 
be critical 1n 1mplementing an effective pledge intervention 


General Discussion 


Approximately 16% of children (more than nine million) in 
the United States are considered obese, and this number has 
tripled since 1980 (CDC 2009b) Because an important con- 
tributor to obesity 1s unhealthful eating choices, 1t 1s now 
more important than ever to find ways to help children 
make more healthful eating choices In this regard, it 1s 
specifically important to encourage children to eat more 
fruits and vegetables As Wiliam H Dietz, director of the 
CDC’s Division of Nutrition, Physical Activity, and Obe- 
sity, stated, “A diet high 1n fruits and vegetables 1s 1mpor- 
tant for optimal child growth, maintaining a healthy weight, 
and prevention of chronic diseases such as diabetes, heart 
disease and some cancers, all of which currently contribute 
to health care costs in the United States” (CDC 2009a) 

Furthermore, because school accounts for a major part 
of a child's daily life, school administrators are being called 
on to play a more active role 1n motivating children to make 
healthful food choices within and outside of school The 
current research addresses this 1ssue by focusing on school- 
children and examining the effects of three 1nterventions— 
incentives, pledges, and competitions—in promoting 
healthful eating chotces to them The goal 1s to provide 
school administrators (our primary target group) with inex- 
pensive, effective, scalable, and easy-to-implement ideas 
that they can apply in schools to persuade children to eat 
more fruits and vegetables Although marketing researchers 
have examined the motivations that drive healthful food 
choices among consumers (eg, Chandon and Wansink 
2007, Raghunathan, Naylor, and Hoyer 2006, Wansink 
2006), their focus has been on adults This research extends 
that line of research to children 

The results of Study 1 show that incentives, pledges, 
and competitions are all effective at increasing children’s 
choice of fruits and vegetables over the baseline period, but 
the age (and cognitive development) of the child determines 
which intervention 1s relatively more effective Study 2 
shows that a necessary condition for pledges to be effective 
is that children must be constantly reminded about the 
pledge 

An important contribution of this research 1s the demon- 
stration of the viability of incentives, pledges, and competi- 
tions as healthful eating interventions within the school sys- 
tem As the study reveals, all three interventions are suitable 
for schoolwide implementation Although the incentives 
provided in the pledge and competition conditions 
increased the cost of this program, the competition inter- 
vention by itself was relatively inexpensive, and the pledge 
intervention had even fewer costs associated with it These 
interventions seem to meet the requirements of cost, ease of 
implementation, and effectiveness that are important to 
school administrators 


Another major contribution of our work 1s the finding 
that there 1s a difference in the relative effectiveness of 
interventions and that the age of the children 1s an important 
consideration when choosing a promotional campaign 
Comparing within age groups, we find that competitions 
clearly worked the best for both younger and older children 
Pledges had little effect on younger children but worked 
better than incentives alone with older children Incentives 
worked well in both age groups 

When we compare across age groups, competitions and 
incentives were more effective with the younger children 
than with the older children, consistent with the research on 
heteronomous thinking that makes these children more 
compliant to requests by authority figures (Nobes and Paw- 
son 2003) However, the finding with regard to pledges 1s 
not very clear We expected pledges to do better with older 
children than with younger children A closer examination 
of the results shows that this was the case 1n all the weeks 
except 1n the LF week Thus, reminding children about their 
pledge may be an important contributor to its effectiveness, 
as Study 2 demonstrates We speculate that 1f we had con- 
tinued reminding children about their pledge even after the 
study ended, they may have continued to make more health- 
ful food choices on a longer-term basis However, this 
raises the question of how administrators can continue to 
remind children of their pledge Perhaps retaining the 
pledge boards in the classroom will be sufficient, or perhaps 
providing a wristband or some other personal reminder will 
help (Boyce and Geller 2001) Further research on ways to 
remind children of their pledge would be important 

The finding that reminders are critical to the effective- 
ness of pledges may also explain why DeLeon and Fuqua 
(1995) found that pledges did not work ın their study—they 
did not remind participants of their pledge during the dura- 
tion of the study The need for a pledge reminder also raises 
the 1ssue of whether the initiator of the pledge matters If 
the pledge is initiated by someone other than the person 
himself or herself (externally motivated), as was the case in 
the current study, 1t may be 1mportant to continue to remind 
the person of the pledge to keep the commitment to the 
pledge from waning However, if the pledge 1s initiated by 
the person himself or herself (internally motivated), a 
reminder may not be necessary This ts an issue for further 
research 


Implications 


On the basis of our overall experience with this large-scale 
field study and the specific empirical results, we summarize 
some key implications for school administrators and, more 
broadly, for health educators, health marketers, and public 
policy makers 


Start early As the results suggest, ıt ıs critical to focus 
on younger children These children (as early as Grade 1) 
may be more amenable to changing their behaviors in 
response to interventions than older children (Grades 3-8) 
Not surprisingly, we found the strongest effects with 
younger children ın the competition condition, and the 
drop-off with time was the least with this group 
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Be age appropriate Not all interventions work equally 
effectively across age groups Understanding the interven- 
tions seems to be an important criterion For younger chil- 
dren, pledges may not be effective, and 1t may be advisable 
to use competitions or incentives with these children to per- 
suade them to make more healthful eating choices How- 
ever, note that the cost associated with implementing com- 
petitions or incentives 1s relatively greater than the cost of 
implementing pledges 

With older children, all three interventions worked That 
is, all interventions improved the choice of fruits and veg- 
etables significantly compared with the baseline Therefore, 
implementing any of these interventions should be effective 
with older children However, because competitions worked 
better than pledges or incentives with these children, 1f cost 
18 not an important consideration, competitions may be 
more effective If cost 1s a restriction, pledges may be the 
appropriate intervention to use 


Involve teachers Authority figures seem to make a dif- 
ference, especially with younger children Involving teach- 
ers 1n 1mplementing the interventions might help children in 
the heteronomous thinking stage more faithfully follow the 
instructions provided In both studies, teachers/care 
providers were instrumental 1n communicating the interven- 
tions Apparently, this made younger children respond more 
strongly than older children However, 1f children do not 
understand the intervention, even authority figures will not 
help 


Use multiple sources of influence Rather than being 
restricted to one source of influence, the studies used a vari- 
ety of influences, including teachers, a local radio station, 
peer pressure, and so forth This multicomponent influence 
approach might help 1mprove the chance of persuading chil- 
dren through one or more of the influencers and might be 
especially appropriate in a large school setting in which 
individual attention 1s not possible 


Keep reminding children A general drop-off 1n choice 
occurred as the weeks progressed This decay might be less 
steep 1f children are reminded of the interventions on a 
regular basis With pledges, ıt ıs clear that reminders help 
Prior research has shown that even small environmental 
changes can have significant effects on food choice and 
consumption (e g , Just, Mancino, and Wansink 2007, Just 
et al 2008) The results of the current study add to this 
stream of research and indicate that simply making the 
pledge intervention cue highly salient can significantly 
increase the effectiveness of pledges 


Use school lunches to motivate healthful eating This 
research demonstrates that school lunches may be an effec- 
tive and relatively easy context 1n which eating interven- 
tions can be implemented on a schoolwide basis Although 
we acknowledge that factors outside the school, such as 
parental influence and food available at home, are important 
variables that affect eating behaviors, the results suggest 
that school-level interventions can have sustained effects as 
well (up to ten weeks after the interventions end) 


Enhance school lunch menu offerings Increased avail- 
ability of fruits and vegetables on school menus is impor- 
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tant because, otherwise, students cannot make healthful 
choices Either increasing the number of fruits and vegeta- 
bles or incorporating different fruits and vegetables in 
school menus can help children during and after the inter- 
ventions by providing an opportunity to sustain changes 1n 
their diet In our studies, the enhanced menu was not 
offered on a sustained basis This may have reduced the 
effectiveness of the interventions because students who 
wanted to eat an additional serving of fruits and vegetables 
were unable to do so It 1s important to remember, however, 
that even 1f children begin eating the two (fruit and veg- 
etable) options being offered with the regular menu, that 1n 
itself will be a major improvement to the current situation 
in which many children are not doing so Changing school 
menus has significant cost implications that school adminis- 
trators need to consider Federal agencies, private agencies 
(e g , food brand marketers), and parents may be required to 
bear these additional costs 

Another important implication from the results 1s that 
simply enhancing the availability of healthful foods, such as 
fruits and vegetables, may not be sufficient to enhance 
healthful eating choices among schoolchildren In Study 1, 
there was no significant increase 1n choice of fruits and veg- 
etables 1n the baseline period when there were no 1nterven- 
tions Thus, increased availability may be a necessary but not 
sufficient condition to increase fruit and vegetable choice 


Use relatively long interventions We also suggest that 
eating interventions should be maintained for relatively 
long durations Longer durations will allow for an increase 
in children’s familiarity with the healthful foods, and this 
increased familiarity may increase their preference for such 
foods (e g , Cooke 2007) Thus, offering an enhanced menu 
for long periods (e g , more than a month) may be necessary 
to yield sustained changes ın eating behaviors 


Limitations and Further Research 


Although care was taken 1n designing the studies, there are 
some important limitations to consider First, because the 
school system required that incentives be offered to all stu- 
dents, we were unable to measure the effect of competitions 
and pledges by themselves Thus, our pledge and competi- 
tion interventions were not clean conditions, in that both 
included an incentive component as well Although we 
make the reasonable assumption that incentives have an 
additive effect on pledge and competition interventions, we 
were not able to test this assumption in this study There- 
fore, care 1s warranted 1n interpreting the results 

Second, Study 1 has a large percentage of missing data 
(62%) Although such a large proportion of missing data or 
nonresponse 1s common 1n field studies and we do not find 
systematic variations 1n the missing data across the condi- 
tions, the absence of this large a proportion of the data war- 
rants caution 1n interpreting the results 

Third, we measure choice and not the actual consump- 
tion of the fruits and vegetables It ıs possible, though 
unlikely given the length of the study, that children took the 
fruit or vegetable to earn the prize but had no intention of 
eating the food We minimize the effects of this problem by 
limiting our hypotheses testing to the LF period, 1n which 


no prizes were offered, thus presumably reflecting true 
choice 

Fourth, we make a case for cognitive ability and thinking 
style (heteronomous versus autonomous) as the basis for our 
hypotheses Although we grouped children into different 
stages according to grade (as a surrogate for age), 1n prac- 
tice, ıt may be important to administer tests to determine 
which stage a child belongs to because there 1s widespread 
agreement that age may not be the best indicator of cogni- 
tive development Research has also shown that long-term 
behavioral change requires attitudinal change (e g , Conner, 
Norman, and Bell 2002), but we were not able to measure 
attitudes toward healthful eating, nor were we able to mea- 
sure other individual-level constructs, such as memory/ 
distraction, motivation, commitment, or persistence, which 
may have a bearing on the results Laboratory studies with a 
more controlled environment may be more conducive to test 
such process explanations 


Fifth, data for Study 1 were collected with an enhanced 
menu It 1s reasonable to ask whether these results would 
hold when the menu reverts to the regular menu Although 
we hope that there will be an increase 1n the proportion of 
schoolchildren choosing fruits and vegetables even when 
the regular menu (one fruit and one vegetable) 1s offered on 
a routine basis, we were unable to test this 1n the current 
study 

Finally, our studies focus on relatively short-term 
results, up to ten weeks after the interventions ended in 
Study 1 and immediately after the interventions ended in 
Study 2 Thus, further research should consider the longer- 
term implications of health interventions (eg, a year or 
longer after the interventions end) Nonetheless, this 
research further demonstrates the potential of school admin- 
Jstrators and marketing researchers to collaborate to design 
campaigns to improve the food choices of children 
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Bye-Bye Bundles: The Unbundling of 
Music in Digital Channels 


Fueled by digital distribution, unbundling is prevalent in many information and entertainment industries What is the 
effect of this unbundling on sales, and what bundle characteristics drive this effect? The author empirically 
examines these questions in the context of the music industry, using data on weekly digital-track, digital-album, and 
physical-album sales from January 2005 to April 2007 for ail titles released by a sample of more than 200 artists 
The modeling framework, a system of an "album-sales" and a "song-sales" equation estimated with the seemingly 
unrelated regression method, explicitly accounts for the interaction between sales for the bundle and its 
components The findings reveal that revenues decrease significantly as digital downloading becomes more 
prevalent, but the number of items included in a bundle (a measure of its "objective" value) is not a significant 
moderator of this effect Instead, bundles with items that are more equal in their appeal and bundles offered by 
producers with a strong reputation suffer less from the negative impact of the shift to mixed bundling in online 
channels 
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toward unbundling in many information and enter- 
tainment industries Because transaction costs are 
lower 1n online channels, the Internet enables companies to 
offer individual products that were previously only (or pri- 
marily) sold as part of bundles For example, with the 
advent of online stores such as Apple’s 1Tunes, music 1s 
now sold in the form of individual tracks instead of albums 
with a dozen or so songs, and consumers can download one 
episode of a television show at a time rather than pay for an 
entire season on DVD Publishers have discussed plans to 
start selling access to some books a page or chapter at a 
time online (Fong 2008) Newspapers such as The Econo- 
mist have unbundled their content online, selling individual 
articles to users for a small fee, and Web sites such as 
iStockphoto com enable designers to purchase stock photos 
one-by-one, causing a shift away from the old practice of 
purchasing access to often hundreds of photos at once 
What 1s the effect of unbundling on sales, and what bun- 
dle characteristics moderate this effect? In this article, I 
examine these questions 1n the context of the music 1ndus- 
try, in which the effects of digitization are arguably the 
most prominent and pressing While the shift from offering 
albums to offering 1ndividual songs 1s widely believed to 
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benefit consumers, a debate has emerged about the eco- 
nomic impact for producers and retailers, with some sug- 
gesting that unbundling negatively affects overall sales as 
people switch from buying albums to cherry-picking their 
favorite tracks on those albums and others contending that 
higher song sales will offset any decreases 1n bundle sales 
(e g , Leeds 2006, Smith and Wingfield 2008) In addition, 
practitioners are wondernng which mixed-bundle designs 
will best serve the industry going forward—for example, 
does the number of songs on an album matter, can hit songs 
continue to be counted on to stimulate album sales, and will 
superstar artists benefit from the trend toward unbundling? 
Though topical for the music 1ndustry, managers across a 
wide spectrum of entertainment and information industries 
will likely face the same kinds of questions as online chan- 
nels make inroads in those sectors 

I investigate these issues using data on weekly digital- 
track, digital-album, and physical-album sales for all titles 
released by more than 200 artists I analyze sales from Jan- 
uary 2005 to April 2007—a period 1n which the share of 
unbundled units jumped from approximately one-third to 
two-thirds of total sales The methodological approach 1s 
based on the realization that simply plotting the revenues 
per “mixed bundle,” defined as the sum of sales for a bundle 
and its individual components, over time will not lead to 
conclusive insights into the revenue impact of unbundling 
Several alternative forces could be at play at the same time, 
including a growth in illegal digital consumption and 
changes ın the number and composition of titles on offer in 
the marketplace Gf, for example, more titles of less com- 
mercially viable genres are released, mixed-bundle sales 
would also be expected to decrease) Therefore, I develop a 
model that relates the growth 1n (legal) digital consumption 
to temporal shifts 1n bundle sales but also controls for the 
most likely alternative explanations for those shifts 
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A complicating factor 1n modeling these phenomena 1s 
that sales of the bundle and tts components are likely 
strongly intertwined sales of the bundle can drive sales of 
one or more individual components, sales for one or more 
components may stimulate purchases of the bundle, and 
sales of the bundle and 1ts components likely experience the 
same sales “shocks” over time My modeling framework, 
tailored to the music 1ndustry but readily applicable to other 
industries in which sales of bundles are shifting to 1ndivid- 
ual components (or vice versa), explicitly accounts for all 
three possible effects I estimate a system of equations with 
one equation for the weekly sales of the individual compo- 
nents (songs) 1n a bundle and one for the weekly sales of 
associated bundled products (albums), allowing me to mea- 
sure the drivers and interactions of bundled and unbundled 
sales I estimate the model using the seemingly unrelated 
regression (SUR) method 

This study makes two major contributions First, as a 
substantive contribution, I quantify the effect of unbundling 
on revenues 1n the specific context of the music industry 
Although existing research mostly emphasizes the benefits 
of a mixed-bundling strategy over a pure-bundling strategy 
(for comprehensive reviews, see Jedidi, Jagpal, and Man- 
chanda 2003, Stremersch and Telhs 2002, Venkatesh and 
Mahajan 2009), I find that as the population of consumers 
buying music digitally increases, there 1s a sharp decrease 
1n the revenues per mixed bundle Although the demand for 
individual songs 1s growing at a faster rate than the demand 
for albums 1s declining, the dollar amounts gained through 
new song sales are not enough to offset the revenues lost 
due to lower albums sales According to my estimations, a 
reduction of approximately one-third of the total weekly 
sales per mixed bundle 1s attributable to the increased 
digital-music-downloading activity over the course of the 
study period 

The shift to digital music buying offers an opportunity 
not only to study the substantive question of how much 
unbundling affects revenues but also, and more important, 
to test theoretical notions on what characteristics make 
mixed bundles more or less susceptible to such changes 1n 
demand Therein lies this study's second contribution As 
more people over time buy music through digital stores and 
thus expose themselves to mixed (1nstead of pure) bundles, 
1t becomes possible to tease out the factors that accelerate 
or dampen the decrease 1n revenues Building on the extant 
behavioral bundling literature (e g , Gilbride, Guiltinan, and 
Urbany 2008, Johnson, Herrmann, and Bauer 1999, Soman 
and Gourville 2001), I test the moderating effect of three 
factors the number of individual items ın the bundle, the 
relative popularity of individual 1tems 1n the bundle, and the 
reputation of the producer of (or the brand behind) the bun- 
dle It might be expected that the higher the total dollar 
value of a bundle, expressed 1n terms of the number of (uni- 
formly priced) 1tems that are included, the more that bundle 
is insulated from the detrimental impact of unbundling, but 
I find no evidence of such a relationship Rather, ıt appears 
that consumers evaluate mixed bundles ın more compli- 
cated ways than simple economic models would predict 
Consistent with assimilation and contrast theory, the results 
suggest that consumers evaluate a bundle more favorably 1f 
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its items are more consistent 1n their appeal—bundles with 
a high concentration 1n populanty across 1ndividual compo- 
nents experience an even greater decrease 1n revenues over 
tme Highhghtng the role of brands, the findings also show 
that a strong reputation of the producer helps curb the nega- 
tive impact of unbundling These findings have important 
and, in some ways, perhaps counterintuitive consequences 
for optimal bundling strategies For example, the results 
indicate that the common strategy of bundling 1 highly 
appealing product (e g , a hit song) and 11 relatively unap- 
pealing items may quickly become obsolete In online 
channels, a seller may (all else being equal) be better off 
selling the 11 items as a mixed bundle and the high-appeal 
item separately 

These findings inform the growing literature on how 
firms should design, price, and promote bundles (eg, 
Ansari, Siddarth, and Weinberg 1996, Hanson and Martin 
1990, Mulhern and Leone 1991, Venkatesh and Kamakura 
2003), particularly in the entertainment industry (Stigler 
1963, Venkatesh and Chatterjee 2006, Venkatesh and Maha- 
jan 1993) To date, the implications of a shift from a pure- 
bundling to a mixed-bundling strategy have been assessed 
only in analytical studies In an industrial context, Wilson, 
Weiss, and John (1990) argue that the growth 1n the size of 
the market resulting from unbundling 1s a crucial determi- 
nant of the attractiveness of a muxed-bundling strategy 
Focusing on the case of a magazine publisher, Venkatesh 
and Chatterjee (2006) theorize that offering individual prod- 
ucts online as a complement to the offline offering 1s favor- 
able when the market strongly prefers the offline good The 
current study—the first “real-world” empirical examination 
in this area—offers meaningful new insights into how firms 
can best design and market mixed bundles 


The Impact of Unbundling 


Motivating Example: Unbundling in the Music 
Industry 


In December 2006, Interscope Records released pop star 
Gwen Stefani's second album, The Sweet Escape, with 12 
new songs Fans could buy Stefani's songs in three ways 
They could purchase a traditional compact disc with the 12 
songs for approximately $14, download the full album in a 
digital format from a store such as iTunes for $9 99, or 
choose whatever subset of downloadable songs on the 
album they liked most for $ 99 per song The Sweet Escape 
is no exception Whereas recorded music has historically 
been sold in the form of albums, the lion’s share of music ın 
today's marketplace can be purchased both as an album or 
as an 1ndividual track ! Since the early 2000s, driven by the 
rse of digital channels, record labels have moved from 
what can be called a pure-bundling strategy, ın which a firm 
sells only the bundle, to a mixed-bundling strategy, 1n which 


IRecord labels have historically released "singles"—discs typi- 
cally containing what was deemed to be the most commercially 
viable song by an artist on a new album (on the "A" side) as well 
as a more unusual choice (on the "B" side) However, digital chan- 
nels now enable customers to choose from the full range of songs 
on most albums 


a firm sells both the bundle and (all) the products separately 
(e g , Stigler 1963) 2 

In general terms, the combined sales at any given time 
for an album can be represented graphically as 1n Figure 1 
the sum of the sales generated by the physical album (the 
white bar), the digital album (the black bar), and each of the 
songs (the gray bars) The sum of sales for each of these 
components (1 e , the total represented by the vertical bar) 1s 
the total sales for a mixed bundle, denoted here as } What 
will the shift to mixed bundling online do to sales over time, 
and to what extent do characteristics of the bundle moderate 
this effect? 


Hypotheses 


Drawing on the extant marketing and economics literature 
on bundling (and unbundling) and 1ndustry-specific consid- 
erations, I formulate one substantive hypothesis on the 
likely revenue impact of the shift to mixed bundling in 
online channels In addition, building on more general 
behavioral theories, such as assimilation and contrast 
theory, to help understand how consumers decide between 
competing offenngs, I formulate three hypotheses on bun- 
dle characteristics that possibly determine the magnitude of 
that impact, the idea 1s that an understanding of how con- 
sumers evaluate bundles should help predict which mixed 
bundles benefit more (or suffer less) from the shift to mixed 
bundling online ? 


H, the revenue wunpact of mixed bundling The large 
body of work on bundling 1n economics and quantitative 
marketing has traditionally emphasized one critical deter- 
minant of the payoff of a bundling strategy the variance 1n 
reservation prices across and within consumers According 
to Schmalensee (1984, p 228), (pure) bundling “operates 
by reducing the effective dispersion in buyers’ tastes,” 
which will “enhance profits by permutting more efficient 
capture of consumers’ surplus” as long as people’s reserva- 
tion prices are not perfectly positively correlated Mixed 
bundling, he argues (p 229), enables a seller to “reduce 
effective heterogeneity among buyers with high reservation 
prices” for two (or more) of the bundled items “while still 
selling at a high markup to those buyers willing to pay a 
high price for only one of the goods " Thus, mixed bundling 
can work as a tool of price discrimination When reserva- 
tion prices vary, a bundle can be designed to appeal (and 
more profitably sell) to consumers who would otherwise 


2The form of bundling considered here 1s that of price rather 
than product bundling Stremersch and Tellis (2002) define the 
former as “the sale of two or more separate products as a package 
at a discount, without any integration of the products” (p 56) 
(other examples are a luggage set or a variety pack of cereal) and 
the latter as “the integration and sale of two or more separate prod- 
ucts at any price” (p 57) (examples are a multimedia personal 
computer or a sound system) 

3A growing body of research in marketing draws on behavioral 
decision theories to explain how consumers evaluate (mixed) bun- 
dles Recent work on “price partitioning” (e g , Morwitz, Green- 
leaf, and Johnson 1998) has also offered relevant insights How- 
ever, because price partitioning essentially 1nvolves the division of 
prices of single products, whereas bundling 1s the collective pric- 
ing of distinct products, I focus less on this literature 


FIGURE 1 
Schematic of a Mixed Bundle 
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buy only one or a few items at prices below their reserva- 
tion prices (e g, Adams and Yellen 1976, Guiltinan 1987, 
Jedidi, Jagpal, and Manchanda 2003, Schmalensee 1984, 
Stigler 1963, Wilson, Weiss, and John 1990) 

Most of this literature assumes that there 1s a monopoly 
seller seeking to bundle two products In such a context, a 
mixed-bundling strategy 1s, at the very least, never strictly 
dominated by other forms of bundling Whether (pure ver- 
sus mixed) bundling or unbundling is optimal in more 
competitive environments remains unclear, studies on 
duopoly situations do not paint a consistent picture (eg, 
Anderson and Leruth 1993, Economides 1993, Kopalle, 
Krishna, and Assunção 1999) Recently, quantitative mar- 
keters and economusts have begun to consider other factors 
that might drive a preference for one particular bundling 
strategy, including the degree of complementarity or substi- 
tutability of the components and cost considerations, and 
have considered bundles with a larger number of products 
As Venkatesh and Mahajan (2009) conclude in their review, 
in all likelihood, no one form of bundling 1s always the 
best—the context matters 

Myriad factors could play a role in the focal context of 
the music industry, but three factors conceivably make the 
shift to mixed bundling ın online channels less than ideal 
First, several forces in the music industry collectively may 
dampen the variation in reservation prices, thus decreasing 
the consumer surplus that mixed bundling 1s designed to 
capture The uniform pricing for recorded music—record 
labels set prices for music regardless of the production costs 
or some measure of product quality—may serve as a cogni- 
tive reference point and has come to affect customers’ reser- 
vation prices (eg , Thaler 1985, Winer 1986) Janiszewski 
and Cunha (2004) demonstrate the role of reference prices 
in the perceived value of bundles Though an arbitrary price 
point for a song, the ubiquitous price of $ 99 for a digital 
track may also lower people's perceptions of what music 1s 
worth, that consumers can readily see the prices of bundle 
components in online stores may further undercut the effec- 
tiveness of a mixed-bundling strategy (Stremersch and Tel- 
lis 2002) In addition, the widespread availability of "free" 
music on the radio, through new online distribution mecha- 
nisms, such as Pandora, as well as 1n illegal forms, may put 
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an overall downward pressure on and decrease variation 1n 
reservation prices 

Second, actual prices for individual components ($ 99) 
in the music industry seem relatively low compared with 
the prices for bundles (upward of $9 99), which might 
not yield enough revenues on component sales As 
Schmalensee's (1984) description of the rationale behind 
bundling highlights, choosing prices that generate a high 
enough markup on individual components 1s essential to 
making the mixed-bundling strategy work In this context, it 
is unclear whether the price of $ 99 per song satisfies that 
requirement Record labels will need to sell more than 10 
songs to make up for the loss of one digital album sale and 
15 to make up for the loss of one physical album sale 4 

Third, 1n markets for entertaanment products, people's 
tastes tend to converge on a select few blockbuster products 
rather than be dispersed across the assortment of available 
offerings Even the most successful albums rarely generate 
more than one or two hit songs (Smith and Wingfield 2008) 
Ample evidence suggests that a strong concentration in 
sales 1s a common characteristic of markets for cultural 
products, 1n which producers focus marketing efforts on a 
select group of likely winners (eg, Elberse 2008) and 
social 1nfluence (eg, Salganik, Dodds, and Watts 2006) 
and success-breeds-success trends (e g , Elberse and Eliash- 
berg 2003) play a critical role in generating hits These 
forces exacerbate the problems stemming from the rela- 
tively low price point for individual components, 1n that 
people's preferences may concentrate on one or a select few 
songs on the album Furthermore, the focus on winners pos- 
sibly reduces people's willingness to buy a bundle even if 
their reservation prices for the components collectively 
exceed the bundle's actual price, 1n that 1t may encourage 
people to cherry-pick higher-valued hit songs across several 
albums Such a scenario 1s particularly likely in online 
channels, in which people can now choose from a vast 
assortment of goods, though people's budgets have not kept 
pace with the increased supply As a result, while record 
labels may have relied on tbeir ability to sell albums based 
on the strength of a select few songs ın an offline pure- 
bundling setting, this strategy may be less suitable for an 
online context, 1n which consumers are also able to choose 
individual songs Therefore, I formulate my first hypothesis 
as follows 


H, As music becomes increasingly consumed digitally, the 
sum of the dollar sales across all components in a mixed 
bundle decreases over time 


This hypothesis can be split into three subhypotheses 


a The sum of the sales for the album ın a mixed bundle 
decreases as digital music consumption 1ncreases 


b The sum of the sales for the individual songs 1n a mixed 
bundle increases as digital music consumption increases 


c The increase ın the sum of the sales for the individual songs 
im a mixed bundle 1s not enough to offset the losses due to 
decreasing sales of the albums in that mixed bundle 


4A contributing factor here 1s that leading digital music retailer 
Apple may not be trying to maximize revenues or profits on music 
but instead may view music as a catalyst for (more profitable) 
hardware sales of 1Pods and 1Phones 
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H, the moderating impact of the number of individual 
items. As an initial hypothesis on bundle characteristics that 
moderate the impact of unbundling on sales, I consider the 
role of the number of components 1n a bundle Compared 
with most existing research settings, the entertainment 
industry stands out for having relatively many items as part 
of a bundle—the average music album contains 12 songs, 
while the average DVD box set may contain 20 or so televi- 
sion episodes What is also unusual here 1s that the compo- 
nents and bundles are mostly uniformly priced, meaning 
that the actual savings per bundle are almost a direct func- 
tion of the number of items 1n that bundle 

A large body of literature suggests that consumers’ 
overall assessments of the value of a good are based on their 
perceptions of what is received versus what is given up 
(eg, Hamilton and Srivastava 2008) Perceived value is 
positively influenced by benefits and negatively influenced 
by price (e g , Dodds, Monroe, and Grewal 1991) There 1s 
some evidence that most consumers follow a relatively 
straightforward economic choice model in deciding 
whether to purchase the bundle (Gilbride, Guiltinan, and 
Urbany 2008) In perhaps its simplest form, this implies 
that consumers adhere to an additive model 1n which, for 
example, a bundle with 14 components constitutes a “better 
deal” than one with 10—that 1s, all else being equal, the 
more items a bundle contains, the higher 1s its perceived 
benefit relative to its price The second hypothesis expresses 
the idea that bundles with a higher “additive” dollar value 
will be less at risk from the shift to mixed bundling 


H, As music becomes increasingly consumed digitally, the 
sum of the dollar sales across all components in a mixed 
bundle decreases (increases) over time, but less so (and 
more so) the higher the number of individual components 
1n a mixed bundle 


H; the moderating impact of the relative popularity of 
individual items There 1s considerable evidence, albeit pri- 
marily from laboratory experiments and for a small set of 
bundled items, that suggests that consumers’ evaluations of 
bundles work 1n more complicated ways (e g , Yadav 1994) 
A critical factor may be the ease with which consumers can 
choose what to buy—that 1s, whether to buy one or more 
individual items (and, if so, how many) or to buy the bun- 
dle In contexts with (mixed) bundles consisting of a rela- 
tively large set of components (as in music albums), assimi- 
lation and contrast theory (Shenf and Hovland 1961) may 
offer a particularly useful framework The theory prescribes 
that some evaluations are contrastive 1n nature, 1n that they 
are displaced away from a comparison standard, whereas 
others are assimilative in nature, in that they are pulled 
toward a comparison standard (Markman et al 2007) 
Assimilation can be thought of as a kind of magnetic attrac- 
tion toward and contrast as a kind of repulsion from a con- 
text or standard (Suls and Wheeler 2007) Thus, how the set 
of to-be-evaluated 1tems 1s distributed on a relevant metric 
ıs critical Assimilation and contrast theory has been applied 
to a wide range of (social-) psychological phenomena, such 
as perceptions, affect, mood, and behavior (Suls and 
Wheeler 2007) In marketing, it has formed the basis for 
research on pricing. For example, as Mazumdar, Raj, and 


Sinha (2005) describe in their review of reference price 
research, marketing researchers have used assimilation and 
contrast theory to study how consumers integrate external 
1nformation into their reference price (e g , Lichtenstein and 
Bearden 1989) The theory suggests that for a given quality 
level, a consumer has a distribution of prices that are con- 
sidered acceptable New price information 1s assimilated 
only 1f the observed price 1s judged as belonging to that dis- 
tribution (Mazumdar, Raj, and Sinha 2005) 

How would the theory come mto play 1n the evaluations 
of bundles? Consider a mixed bundle, Ja, consisting of 2 
highly appealing items (e g , 2 hit songs) and 10 unappeal- 
ing 1tems, and compare that with another mixed bundle, Jp, 
consisting of 1 highly appealing item and 11 moderately 
appealing items Assimilation and contrast theory would 
predict that consumers are more likely to treat the 1tems ın 
the second bundle, jp, as belonging to the same underlying 
“quality” or "appeal" distribution, leading the 11 moder- 
ately appealing items to be evaluated better than they would 
be by themselves—in other words, assimilation occurs ? In 
turn, this would make it more likely that consumers opt for 
the full bundle In the case of the first bundle, the sharp dif- 
ferences between the highly appealing and the unappealing 
items make 1t more probable that consumers view the items 
as belonging to different categories, causing the 10 unap- 
pealing items to be evaluated worse than they might be if 
they were evaluated by themselves—in other words, a con- 
trast effect In turn, this would make it more likely that con- 
sumers opt only for the two highly appealing items rather 
than the bundle In other words, 1n deciding how many 1tems 
are worth buying, sharp differences 1n the attractiveness of 
items make 1t easier for consumers to choose which subset 
of items to purchase, while a relatively even distribution ın 
attractiveness across items makes 1t more difficult to decide 
where to “draw the line,” thus stimulating bundle purchases 

The argument 1s one of relative (rather than absolute) 
differences Consider the two graphs in Figure 2 (which I 
describe 1n more detail subsequently) that depict the relative 
popularity of songs on albums by artists Gwen Stefani (top) 
and Jack Johnson (bottom) The argument I put forth here 1s 
that music consumers will be more likely to opt for the bun- 
dle 1f the appeal of songs 1s distributed 1n a pattern akin to 
that of Johnson's album than if the distribution of popularity 
across songs 1s more concentrated as it 1s on Stefani's 
album, regardless of the absolute sales levels Consumers 
will have an easier time deciding that, for example, only 
Stefani's top two songs are worth purchasing, the choice 1s 
far less obvious for Johnson's album, which, I argue, makes 
full bundle purchases more likely 9 


5I use the terms “appeal,” "attractiveness," “popularity,” and 
“quality” (with the latter referring to popular appeal, not critical 
acclaim) interchangeably There is strong empirical evidence for a 
positive relationship between an entertainment product’s popular- 
ity and people’s appreciation of the product (e g , Elberse 2008) 

6These interpretations are consistent with Kahneman and Tver- 
sky’s (1979) prospect theory, 1f the (reasonable) assumption 1s 
made that consumers compare the other songs on the album with 
one or more hit songs with which they are most familiar A central 
organizing principle ın behavioral decision theory 1s that of gains 
and losses relative to a set of benchmarks and the idea that losses 
are considered more detrimental than corresponding gains 


These considerations suggest that providing consistent 
levels of quality in a (mixed) bundle 1s paramount to stimu- 
lating full bundle sales All else being equal, having a set of 
songs that are relatively even 1n their appeal may lead to a 
higher overall willingness to pay for the bundle The larger 
the share of products that reach a certain level of relative 
attractiveness, the more people will revert to buying the 
bundle instead of buying only the most attractive individual 
components The third hypothesis expresses this idea 


FIGURE 2 
Illustrations of the Concentration Measure 


A: Gwen Stefani: The Sweet Escape 
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B: Jack Johnson: /n Between Dreams 
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Notes The top graph represents the distribution of cumulative sales 
across the 12 digital tracks on Gwen Stefaní's album The 
Sweet Escape up to its 12th week of release (1e, up to the 
week of February 25, 2007) The top two tracks, Wind It Up 
and The Sweet Escape, together account for 92% of the total 
cumulative sales The bottom graph represents the distribu- 
tion of cumulative sales across the 14 digital tracks on Jack 
Johnson's album in Between Dreams, also up to the week of 
February 25, 2007 Here, the top two tracks, Sitting, Waiting, 
Wishing and Better Together, account for only slightly more 
than half the total cumulative sales The sales distribution is 
more concentrated for Gwen Stefani’s album than for Jack 
Johnson's album in this particular week, thus, Stefani's 
SongSalesPattern score for the corresponding week is 
closer to 1 than Johnson's 
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H4 As music becomes increasingly consumed digitally, the 
sum of the dollar sales for the bundle in a mixed bundle 
decreases (increases) over time, but less so (and more so) 
the more equal the relative appeal of 1ndividual compo- 
nents 1n a mixed bundle 


H4 the moderating impact of the brand strength of the 
producer Entertainment products are experience goods 
People cannot reliably judge product quality or appeal 
before consumption This elevates the importance of 
brands, defined by the providers of the goods (or, 1n the 
context of music, artists and bands), as signals of quality 
Those who have established a reputation for making prod- 
ucts that "caught on" in the past may recerve more favorable 
overall bundle evaluations, leading to a higher overall will- 
ingness to pay for the set of components This could work 
because creators with past successes may indeed be more 
capable of producing solid bundles in the future (as also 
captured 1n H3) or because they may be perceived as such 

This reasoning fits Smonin and Ruth’s (1995) research 
about the role of prior attitudes toward (component) brands 
in people's bundle evaluations These researchers find that 
such attitudes significantly affect the evaluation of the bun- 
dle, which in turn mediates the influence of these prior attı- 
tudes on consumer reservation prices for the bundle itself 
and for the component products More generally, the 1deas 
are also 1n line with extant research that has established a 
link between a consumer's perceptions of the benefits of a 
product or component and both his or her willingness to pay 
(eg, Zeithaml 1988) and price sensitivity for the compo- 
nent (Hamilton and Srivastava 2008) 

In the context of entertaanment markets, there are strong 
indications of the enduring appeal of top performers, likely 
triggering higher reservation prices among some consumers 
(and thus creating more consumer surplus that bundling can 
capture) Two key factors cause the emergence of a "super- 
star" phenomenon—when relatively small numbers of 
people dominate the activities ın which they engage First, 
lesser talent 1s a poor substitute for greater talent, and sec- 
ond, because people enjoy discussing their consumption 
experiences with others, they prefer to patronize the same 
artists as others do (Rosen 1981) Empirical research by 
Chung and Cox (1994) confirms that the superstar phenom- 
enon exists 1n the popular music industry Bhattacharjee and 
colleagues (2007b) find a significant, negative impact of 
peer-to-peer file-sharing technologies on the chart survival 
of albums, but not for albums by superstar artists (see also 
Gopal, Bhattacharjee, and Sanders 2006) 

These considerations lead to the expectation that, keep- 
ing the number and relative popularity of bundle items con- 
stant, bundles provided by a superstar with a reputation for 
hit products will suffer less from the shift to mixed bundling 
online than those without such brand equity Thus 


H, As music becomes increasingly consumed digitally, the 
sum of the dollar sales across all components 1n a mixed 
bundle decreases (increases) over time, but less so (and 
more so) the stronger the reputation of the provider of 
the bundle 
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Data and Measures 


Nielsen SoundScan Data 


Nielsen SoundScan, the leading source of information on 
recorded music sales 1n North America, provided the main 
data used ın this study Nielsen captures all albums and 
tracks sold through 14,000 retail, mass-merchant, and 
online outlets in the United States and Canada, including all 
major recorded music bricks-and-mortar retailers and the 
largest online stores Nielsen publishes the popular Bill- 
board Top 200 for albums and the Billboard Hot 100 for 
singles, named after Billboard Magazine, which prints the 
charts every week The Billboard charts reflect sales of 
physical products, airplay, and, since 2005, sales of digital 
albums and tracks Nielsen also compiles charts for specific 
categories, including the top new albums (“Heatseekers”) 
and the "Hot R&B Bubbling Under," as well as charts for 
specific genres, including blues, classical, jazz, Latin, rap, 
reggae, rock, and world music 


Sample To compile a sample for this study, I randomly 
selected 250 artists from a list of all artists appearing at 
least once on any of Nielsen SoundScan’s charts between 
January 1, 2005, and December 31, 2006 While an artist’s 
presence on a chart indicates at least some level of sales 
success, the focus on the full range of charts guarantees the 
inclusion of a wide spectrum of artists, ranging from some 
of the biggest bands and individual performers (e g , Justin 
Timberlake, Maroon 5, Mary J Blige, and Rascal Flatts, 
each of whom sold millions of units) to more niche artists 
who have only scored a modest hit ın a genre-specific chart 
After the data were cleaned—for example, by filtering out 
compilation albums—224 artists remained 


Measures For all available titles (1e, those released 
before and during the sample period) for each of the 224 
artists, Nielsen provided weekly unit sales data from January 
1, 2005, to March 31, 2007 (1e , nine quarters, or 117 weeks) 
The data cover 2333 unique physical albums, 2018 unique 
digital albums, and 14,962 unique digital tracks Together, 
the artists sold more than 326 million units in the study 
period I obtained dollar sales information by multiplying 
the unit sales with average prices published by the Record- 
ing Industry Association of America (RIAA) 1n its yearly 
statistics report (RIAA 2006, 2007)—namely, $ 99 for each 
track, $9 99 for each digital album, and $14 91 for physical 
albums in 2005, $14 90 1n 2006, and $14 88 1n 2007 

Because Nielsen could not disclose which digital tracks 
appeared on which album, two coders subsequently 
matched songs to albums using the 1Tunes store and other 
publicly available music databases This resulted in 2549 
bundles—an average of just over 11 per artist The weekly 
dollar sales for a mixed bundle were calculated as the sum 
of the dollar sales for an album (the variable AlbumSales) 
and its associated individual tracks (SongSales) The coders 
further counted the songs 1n a bundle (NumberOfSongs) 
and scored each album and set of songs on their availability 
on 1Tunes (AlbumsNotOniTunes and SongsNotOniTunes), 
the dominant online music retailer, with an estimated share 
of 90% of the digital music market (Smith and Wingfield 
2008) 


Using publicly available music chart information pub- 
lished weekly by Nielsen SoundScan, I compiled a rolling- 
window, four-year Billboard charting history for each of the 
224 artists and bands I constructed two metrics for each 
artist’s reputation the number of albums that appeared in 
the Billboard Top 200 Albums chart (ArtistAlbumHistory) 
and the number of singles that appeared in the Billboard 
Hot 100 Singles chart (ArtistSongHistory) 1n the previous 
four years The latter measure 1s similar to the “artist- 
history" metnc that Bradlow and Fader (2001) use and 
is highly correlated with the “artist-reputation” metrics that 
Gopal, Bhattacharjee, and Sanders (2006) and Bhattachar- 
jee and colleagues (2007b) employ, as well as the counts of 
the number of gold and platinum albums that Lee, 
Boatwright, and Kamakura (2003) use 

In addition, I constructed other artist, title, and market 
descriptors Of the 20 genre classifications Nielsen 
employs, I used the 8 genres that belong to at least 5% of 
titles 1n the sample alternative, Christian, country, metal, 
pop, rap, R&B, and rock (GenreAlternative-GenreRock) 
Nielsen also 1dentifies whether the album was released by a 
major or an independent label (MajorLabel) Finally, I cal- 
culated two time-varying variables how many weeks had 
lapsed since the album’s release date (WeeksSinceRelease) 
and the number of albums and songs on the market each 
week (CompetingAlbums and CompetingSongs) 


NPD Group Data 


I turned to the NPD Group's MusicWatch Digital study for 
the monthly percentage of U S households downloading 
music files from paid (legal) digital music download ser- 
vices (DigitalBuying) and, as a control variable, the 
monthly percentage of U S households downloading music 
files from (1llegal) peer-to-peer services (DigitalSharing) 
The NPD MusicWatch data are collected continuously from 
the Windows PCs of 40,000 online panelists balanced to 
represent the online population of U S Internet-enabled PC 
households The two measures represent the penetration of 
paid and peer-to-peer services used to download at least one 
music file, they do not include video, games, or other types 
of files that might also be shared or sold The data show that 
legal music downloading increased steadily from 2 596 1n 
January 2005 to 9% at the end of the study period, illegal 
music downloading is more stable and fluctuates mostly 
between 9% and 12% of the population There 1s some 
overlap For example, 1n the first quarter of 2005, 12% of 
peer-to-peer users also purchased at least one song from a 
legal service (The NPD Group 2005) Table 1 briefly 
explains each measure and provides descriptive statistics 


Reflections on the Nielsen SoundScan Data 


Although there are several studies 1n marketing, manage- 
ment, and related fields that use Nielsen SoundScan charts 
(eg, Bradlow and Fader 2001, Lee, Boatwright, and 
Kamakura 2003, Moe and Fader 2001), no previous study 
has split sales by format, let alone matched album sales to 
associated song sales This 1s a critical void in the research, 
given the surge of digital channels that facilitate unbundling 

Ideally, a study such as this one, which examines the 
revenue impact of unbundling, will cover the beginning of 


the transition from a fully bundled market to one in which 
unbundled products are increasingly available That 1s not 
the case here Nielsen SoundScan was not able to provide 
sales breakdowns for the period before 2005 Therefore, the 
study period begins well beyond the digital unbundling of 
music (e g , Apple 1Tunes was launched 1n April 2003) For- 
tunately, the study covers a time of rapid growth in the mar- 
ket for paid digital downloads In early 2005, just over 10 
million units had been sold of Apple’s popular music 
player, the 1Pod, which enables users to play 1Tunes songs, 
by the end of the first quarter of 2007, the installed base had 
increased with close to another 89 million 1Pods (Apple Inc 

2007a) Digital recorded music sales followed suit In late 
January 2005, Apple had sold a quarter of a billion songs 
worldwide, by April 2007, that total had risen to more than 
2 5 billion songs (Apple Inc 2007b) 

General unit sales statistics provided by Nielsen Sound- 
Scan for a wider set of more than 3300 randomly sampled 
artists (w1th the sample frame again being defined by one or 
more appearances on a Billboard chart) confirm the effect 
of the growth 1n digital distribution on the sales of music 
recordings (see Figure 3) The figure expresses three 1mpor- 
tant trends First, although there is considerable seasonal 
variation—sales jump significantly in the fourth (holiday) 
quarter—physical album sales display a strong downward 
trend, decreasing from approximately 105 million units ın 
the first quarter of 2005 to just over 80 million units 1n the 
first quarter of 2007 Second, the number of units sold 1n a 
digital format trends upward, with digital albums and tracks 
increasing from a combined 54 milhon units in the first 
quarter of 2005 to more than 151 million units exactly two 
years later Third, and arguably most prominent, the growth 
in digital units comes predominantly in the form of unbun- 
dled units (which make up 96% of digital units sold ın both 
quarters) The share of digital tracks jumps from 33% of the 
total unit sales ın the first quarter of 2005 to approximately 
62% in the first quarter of 2007 In other words, 1n the period 
covered in this study, the share of recordings sold in an 
unbundled form increases from roughly one-third to almost 
two-thirds of total units sold, thus providing excellent condi- 
tions to examine the drivers and consequences of unbundling 

Although it may be tempting to take these overall fig- 
ures as evidence that unbundling 1ndeed goes hand 1n hand 
with lower overall revenues, 1t 1s important to account for 
interactions between album and song sales and to exclude 
alternative explanations for a decrease in revenues Not 
doing so could lead to incorrect conclusions about the true 
impact and moderators of unbundling 


Modeling Approach 


Several considerations underlie the model specification 
First, because record labels’ product development and mar- 
keting investment decisions are primarily made at the level 
of the mixed bundle, I analyze sales at that level 

Second, because I am interested 1n the likely divergent 
sales paths for the bundled part (albums) and the unbundled 
part (songs) of the mixed bundle and what drives each of 
those, I construct a system of two equations one album- 
sales equation, with the weekly sales for the full album in a 
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TABLE 1 
Descriptive Statistics 


A: By Mixed Bundie and Week (N = 226,963) 













M Mdn SD Minimum Maximum 
AlbumSales Dollar sales for the (physical and 11,348 328 97,717 0 13,216,000 
digital) album in the bundle 
SongSales Dollar sales for the (digital) songs 667 18 3,594 0 196,000 
in the bundle 
SongSalesPattern The concentration in sales across 43 46 23 00 93 
the songs in the bundle 
DigitalBuying The (monthly) percentage of households 5 04 5 00 1 53 2 50 9 00 
legally downloading music 
DigitalSharing The (monthly) percentage of households 10 41 10 40 99 8 50 12 70 
illegally downloading music 
NumberOfSongs The number of individual songs 12 03 12 00 6 38 1 00 50 
belonging to the bundle 
WeeksSinceRelease The number of weeks elapsed 253 162 262 00 1357 
since the bundie's release 
ArtistAlbumHistory The number of top 200 albums for an 2 86 2 00 255 00 15 00 
artist in the last four years 
ArtistSongHistory The number of Hot 100 songs for an 1 07 00 175 00 10 00 
artist in the last four years 
CompetingAlbums The total number of albums on 3 015 3 237 661 1974 3 993 
the market (in thousands) 
CompetingSongs The total number of songs on 13 087 13 290 2 084 7 741 16 049 
the market (in thousands) 
B. By Mixed Bundle (N = 2549) 
Sum 96 
AlbumNotOniTunes Dummy The digital album is not available on iTunes 71 3 
GenreAlternative Dummy The bundle’s genre is “alternative” 546 21 
GenreChristian Dummy The bundle's genre is "Christian" 220 9 
GenreCountry Dummy The bundle's genre is "country" 198 8 
GenreMetal Dummy The bundle's genre is "metal" 338 13 
GenrePop Dummy The bundle's genre is "pop" 143 6 
GenreRap Dummy The bundle's genre is "rap" 260 10 
GenreR&B Dummy The bundle's genre is “R&B” 650 26 
GenreRock Dummy The bundie’s genre is “rock” 945 37 
MajorLabel Dummy The bundle is released by a major label 1527 60 
SongsNotOniTunes Dummy One or more individual songs are not available on iTunes 84 3 
FIGURE 3 mixed bundle as the dependent variable, and one song-sales 
Physical and Digital Unit Sales by Quarter equation, with the weekly sales summed across the individ- 
ual songs 1n a mixed bundle as the dependent variable 
160 - : Together, the dependent variables represent the total (dollar) 
W 140 Physical < ° sales per mıxed bundle 
9 459 albums ` Third, to test H,, I regress temporal patterns 1n sales for 
= : albums and songs on the changing rate of adoption of music 
c ias : downloading To test H5—H,, I include three interaction 
= 80 Diaital 3 effects I control for any shifts in the number and composi- 
2 60 i dn tion of titles ın the market that could also explain why 
BS tracks 
O 40 mixed-bundle sales levels may decrease or increase over 
= tme That digital music buying increased over the study 
2 20 Digital albums 





Q1 Q2 Q3 Q4 Ql 
2005 2005 2005 2005 2006 2006 2006 2006 2007 


Quarter 


Q2 Q3 Q4 Ql 


Notes The figure plots unit sales for the nine quarters between Jan- 
uary 2005 and April 2007 for a Nielsen SoundScan data set 
covering more than 3300 randomly sampled artists (224 of 
which were, in turn, randomly selected for this study) 
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period facilitates such an examination As the population 
that buys in online stores that enable unbundling increases, 
the effect of the moderators should reveal itself over time 
Fourth, there 1s possibly a complex, intertwined rela- 
tionship between sales for the different components 1n the 
mixed bundle Sales of the bundle can drive sales of one or 
more individual components, sales for one or more compo- 
nents may stimulate purchases of the bundle, and sales of 
the bundle and its components likely experience the same 


“shocks” over time Analyzing such interactions 1s necessary 
to develop an in-depth understanding of the unbundling 
phenomenon, particularly if the importance of the album 
component of the mixed bundle 1s decreasing and the songs 
component 1s increasing over time I model album and song 
sales as being dependent on both their own lagged terms 
and the lagged terms of the other component, and I allow 
the errors of the equations to be correlated 

Fifth, I use the natural logs of the sales variables 
Because album and song sales are the dependent variables 
in both equations, both become semilog models ın which 
the estimated parameters reflect the approximate percentage 
change in the dependent (sales) variable resulting from a 
one-unit change 1n an independent variable ? 


The System of Equations 


Consider an artist 1 with a mixed-bundle j that covers the 
(digital and physical) albums a, and a; and their associated 
digital songs (or tracks) s|~s,, The album-sales equation 
expresses the weekly sales for the albums 1n artist 1’s 
mixed-bundle j 


(1) In{ AlbumSales,, j= Qo +x DigitalBuying, 
+ oc, NumberOfSongs,, 
+O, (DigitalBuymg ,X NumberOfSongs s) 
+O gsongsalesPattem, y ei 
+ o. DigitalBuying, x SongSalesPattermn.«.. 
+ Qt ArtistAlbumHistory p 
+Q, (DigitalBuymg, X ArtistAlbumHistory 3] 
+O, In AlbumSales, (,_ 1) 
+ Qt In SongsSales,«. jj 


+ (49BUNDLE, -* à CONTEXT, + £j, 


where AlbumSales,, denotes weekly sales for an album (in 
a physical and/or digital format, 1 e , the sum of sales for a, 
and a») in artist 1s mixed-bundle j ın week t, ranging from 
t = 1 for the first week of January 2005 to t = 177 for the 
last week of the first quarter of 2007 The song-sales equa- 
tion reflects the weekly sales for the corresponding tracks 
Sį—Spm 1n artist 1's mixed-bundle j 


(2) in( SongSales,, }= Bo +B,DigitalBuying, 

+ B,NumberOfSongs,, 

* B, (DigitalBuying, x NumberOfSongs, | 

+B, ArtistSongHistory , 

tB, (DigitalBuymg, x ArtistSongHistory,, ) 

+ B, in SongSales,._ | 

+ B, In AlbumSales, 1) 

+B, BUNDLE ru B, CONTEXT, + Eau? 

7A log-transformation of the sales variables has the added advan- 

tage that it helps address heteroskedasticity An extension of the 
model could be to consider physical-album and digital-album sales 
separately While the relative preference for digital versus physical 
formats may increase over time for all consumers, levels and rates 


may vary over the population This could have important implica- 
tions for bundling strategies (Venkatesh and Chatterjee 2006) 


where SongSales,, denotes the weekly sales for the collec- 
tion of songs s;-s4 (1n a digital format) ın artist 1’s mixed- 
bundle j ın week t of the study period 

The variable DigitalBuying, expresses the monthly 
(legal) digital music downloading activity rate The term 
NumberOfSongs, counts the number of songs 1n artist 1’s 
bundle j, SongSalesPattern,, expresses how sales are dis- 
tributed across the different songs in the bundle, and 
ArtistAlbumHistory, and ArtistSongHistory, reflect artist 
1’s reputation, measured by the number of his or her albums 
and songs, respectively, that made the Billboard charts 1n 
the four years preceding week t The lagged sales terms 
AlbumSales,,, _ 1) and SongSales,q.. 1) capture the weekly 
dollar sales for the albums and songs in artist 1’s mixed- 
bundle j in the week before week t The vectors BUNDLE, 
and CONTEXT, contain covanates describing the mixed- 
bundle j in week t and the competitive conditions 1n week t, 
respectively Finally, €; and £, represent the error terms 


lesting the hypotheses The estimates belonging to 
DigitalBuying reveal whether the sales per mixed bundle 
indeed decrease as music consumption switches to digital 
channels That 1s, 1f H,,—H), hold, respectively, the estimate 
for œ 1s significant and negative, the estimate for D, 1s sig- 
nificant and positive, and the predicted AlbumSales should 
decrease faster than the predicted SongSales increases 
Similarly, the coefficients belonging to DigitalBuying, 
NumberOfSongs, SongSalesPattern, ArtistAlbumHistory, 
ArtistSongHistory, and their corresponding interaction 
terms (;—O7 and D,—B5) show whether the impact of digital 
music consumption on sales differs depending on the num- 
ber and relative populanty of songs as well as the artist's 
track record 


The variable SongSalesPattern Testing H4 calls for a 
measure of the relative populanty of bundle components, 
the 1dea 1s that the greater the number of songs on an album 
that reach a certain level of (relative) popularity, the more 
appealing buying the album may be for (future) consumers 
To this end, SongSalesPattern,, reflects the concentration 1n 
sales across the tracks s,;—s,, 1n artist 1's m1xed-bundle ] The 
variable is a variation of the Gini (1921) coefficient, mostly 
known for its applications 1n research on wealth inequality 
Salganik, Dodds, and Watts (2006) use the coefficient to 
measure success inequality in music downloads If the sales 
distribution curve 1s plotted 1n a graph with the cumulative 
percentage of tracks on the x-axis and the cumulative per- 
centage of sales for those tracks on the y-axis, the Gin: 
coefficient 1s the ratio of the area between the curve and a 
45-degree line to the total area under a 45-degree line 
When sales are evenly distributed across tracks (1e , when 
every song 1s equally popular), the Gim coefficient equals 
zero If all sales are concentrated with one track, the Gim 
coefficient equals one 

I construct the variable SongSalesPattern,,, by assessing, 
for bundle j 1n each week t, the concentration of sales across 
individual tracks 
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m 


V (m+1-k)sales, 


(3) SongSalesPattem,, = — m41-2 =E= |}, 


m-1 m 


S sales, 


k=] 


where sales,, sales;, , sales, denote the cumulative sales 
for each of m individual tracks and sales; S sales; S < 
sales, The SongSalesPattern,, measure varies between 
zero and one, with a score just above zero reflecting a con- 
text 1n which sales are spread out relatively evenly across 
tracks 1n a mixed bundle and a score close to one represent- 
ing a situation 1n which a few tracks are receiving a large 
share of sales In Figure 2, I illustrate the measure for two 
albums, Gwen Stefanir's The Sweet Escape and Jack John- 
son's In Between Dreams 


Accounting for album-sales and song-sales interactions 
Both equations reflect the 1dea that past sales for each com- 
ponent of the mixed bundle can affect current sales of the 
same component AlbumsSales, depend on AlbumSales,,¢_ 1) 
in Equation 1, and SongSales,, depend on SongSales,¢ — 1) 
in Equation 2 Thus reflects a success-breeds-success trend 
often prevalent 1n the diffusion of creative and other goods 
(e g , Elberse and Eliashberg 2003) and for which different 
reasons may exist For example, commercial success for 
music titles may 1ncrease exposure for those titles (e g , on 
music charts or the radio), which 1n turn may drive further 
sales Past success could also be indicative of a high prod- 
uct quality and, thus, future success 

The equations capture three ways album and song sales 
may be interdependent 9 First, by making SongSales,,, 
dependent on Albumsales,« _ 1) 1n Equation 2, the model 
allows sales of the bundle to drive sales of one or more indi- 
vidual components Consider a band's album entering the 
Billboard Top 200 because of strong sales The additional 
exposure that comes along with a strong market perfor- 
mance may stimulate some consumers who are unfamiliar 
with the band's music to sample one or more of its songs In 
other words, there may be a spillover of 1nformation that 
causes some previously uninformed consumers to discover 
an artist 

Second, by making AlbumSales,, a function of 
SongSales,), ;; 1n Equation 1, the model allows sales for 
one or more components to stimulate purchases of the bun- 
dle For example, 1t could be that consumers first purchase 
one or two tracks off an album and then, 1f those are to their 
liking, purchase the full album It could also be that after 
learning that an artist has a hut song, consumers take a gam- 
ble on the full set of songs on that artist's album—another 
information spillover effect Equation 2 captures the effect 
of song sales on album sales in another way—namely, 
through the variable SongSalesPattern,,, which (as described 
previously) expresses the expectation that the Itkelihood of 


8The inclusion of these lagged sales terms allows for a carry- 
over effect of the independent variables beyond the current period 
Strictly speaking, this ıs a fourth way that interactions between 
album and song sales are modeled 
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consumers buying albums rather than songs depends on the 
relative populanty of the songs 

Third, sales for the album and song components in a 
mixed bundle are expected to experience the same “shocks” 
over time Therefore, I assume that the error terms for 
Equations 1 and 2, denoted by £; and £, respectively, are 
correlated Consider the example of an artist winning a 
Grammy, the music industry’s most prestigious award, for 
his or her work The attention such an event generates could 
positively affect both album and song sales A wide range of 
(unobserved) factors could account for such common 
shocks—1ncluding high-profile television appearances, pro- 
motional opportunities, media publicity, future album and 
song releases, or other forms or exposure 


Controlling for alternative explanations for changes in 
sales The model attempts to control for the most likely 
alternative explanations for why mixed-bundle sales levels 
may change over time The vector BUNDLE; contains a set 
of Genre, dummues (which Lee, Boatwright, and Kamakura 
[2003] show to be correlated with music sales) and three 
variables that describe the bundle's release—the dummies 
MajorLabel,, AlbumsNotOniTunes, or SongsNotOniTunes,, 
and WeeksSinceRelease,, Finally, the vector CONTEXT, 
contains three time-varying covariates the dummy 
4thQuarter to denote the peak season for recorded music 
sales, CompetingAlbums, or CompetingSongs,, the total 
number of albums or songs offered by the artists 1n the sam- 
ple in week t, and DigitalSharing, the rate of illegal music 
downloading The latter informs a current debate about 
the impact of illegal file sharing on music sales Some 
researchers maintain that file sharing has no discernable net 
effect on sales (e g, Oberholzer-Gee and Strumpf 2007), 
while others find evidence that it erodes revenues, albeit 
sometimes to a relatively modest degree (e g , Bhattacharjee 
et al 2007a) 


Estimation 


My estimation approach consists of two stages Furst, I gen- 
erate the SongSalesPattern,, variable using the formula 
expressed by Equation 3 Second, drawing on those results, 
I estimate the system of Equations 1 and 2 simultaneously, 
using the SUR method (Zellner 1962) This method 
accounts for correlated errors across equations For SUR to 
be effective, the model must contain at least one regressor 
that 15 used 1n one equation but not the other (otherwise, 
SUR would produce the same results as ordinary least 
squares) The variable SongSalesPattern,, .. 1) and its inter- 
action term, which appear only 1n the album-sales equation, 
are important in that regard, other variables that are different 
across equations are ArtistAlbumHistory/ArtistSongHistory, 
AlbumNotOniTunes/SongsNotOniTunes, and Competing- 
Albums/CompetingSongs I include a set of week dummies 
in each equation to address unobserved time-specific 
heterogeneity ? I performed a Breusch—Pagan test for 1nde- 
pendent equations and confirmed that the disturbance 


9As a robustness check, I estimated other model specifications 
that more comprehensively use the panel data structure, including 
fixed-effects and random-effects estimations for Equations 1 and 2 
separately The results regarding the hypotheses are substantively 
similar 


covariance matrix 1s not diagonal I ran a Breusch-Godfrey 
test to verify that the errors 1n both equations were not sert- 
ally correlated 

By means of comparison, among other things to allevi- 
ate any possible concerns that trends 1n average per-bundle 
revenues are primarily caused by divergent price levels 
across digital and physical album formats (rather than by 
the unbundling facilitated by online channels), I also esti- 
mated a model with the dependent variable in each equation 
expressed 1n unit sales Because I calculated dollar sales by 
multiplying unit sales with average annual industry prices, 
because songs are uniformly priced at nearly $1, and 
because lower-priced digital albums are only a small frac- 
tion of total album sales (see Figure 3), this yields similar 
results for the focal relationships Therefore, I report only 
estimates for the model with the dependent variables 
expressed 1n dollar sales 


Findings 
As background to a discussion of the estimation results, 
Figure 4 plots the mean and median dollar sales per bundle 
(including all its components) over the course of the study 
period Three main patterns are visible First, mean sales 
per mixed bundle trend downward The average weekly 
sales per mixed bundle drop from approximately $15,000 in 
early 2005 to less than half that amount, just over $7,000, 1n 
early 2007 Second, the median sales per mixed bundle also 
are on a downward path, dropping from approximately 
$1,000 in early 2005 to $300 in early 2007 Third, there 1s 
considerable seasonality in sales, with the fourth quarter 


typically generating higher sales For example, the mean 
sales per mixed bundle are as much as three to four times 
higher in the top week—the week before Christmas—than 
in a regular week 

Can this decrease in overall mixed-bundle sales be 
attributed to the growth 1n (legal) digital downloading? 
What factors drive the trend? Table 2 displays the estimates 
for Equations 1 and 2 The fit for the model 1s strong The 
system-weighted R-square ıs 90 Underscoring the desir- 
ability of a SUR estimation approach, the cross-model cor- 
relation is 16 and significant 


Results for the Hypotheses 


H, Regarding the estimates of the parameters, the 
parameter for the critical variable in testing the first hypoth- 
esis, DigitalBuying, is significant and negative 1n the album 
equation Thus, the more people switch to consuming music 
digitally, the fewer albums they purchase, and thus the 
lower are the album sales per bundle The estimate of — 06 
for à, indicates that the drop-off ıs large Based on this 
parameter, every 1% increase in the music downloading rate 
leads to an decrease of approximately 6% in album sales 
per bundle Given the value of the intercept and the other 
parameters, all else being equal, this translates into a drop 
for the average mixed bundle from just under $13,000 1n 
weekly album sales at the beginning of the study period 
(when the digital music purchase rate was approximately 
25%) to approximately $8,500 at the end of the study 
period (when the penetration of digital buying had risen to 
9%) The results provide strong support for H;, 


FIGURE 4 
Temporal Pattern in Mean and Median Mixed-Bundle Sales 
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Notes Using data for all 2549 mixed bundles covered in the study, the figure plots mean weekly sales per mixed bundle and median weekly 
sales per mixed bundle for the 117 weeks from January 2005 to April 2007 
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TABLE 2 
Model Estimates 





Oto Intercept 
04 DigitalBuying 
Qo NumberOfSongs 
Az DigitalBuying x 
NumberOfSongs 
«4, SongSalesPattern, _ , 
(ts DigitalBuying x 
SongSalesPattern, .. , 
Og ArtistAlbumHistory 
(t7 DigitalBuying x 
ArtistAlbumHistory 
a AlbumSales, _ , 
Gg  SongSales, _ , 
GenreAlternative 
GenreChristian 
GenreCountry 
GenreMetal 
GenrePop 
GenreRap 
GenreR&B 
GenreRock 
MayjorLabel 
O40 10 AlbumNotOniTunes 
01911 WeeksSinceRelease 
4thQuarter 
CompetingAlbums 
DigitalSharing 


Bo Intercept 
1 DigitalBuying 
Bo NumberOfSongs 
3 DigitalBuying x NumberOfSongs 


B4  ArtistSongHistory 

Bs  DigitalBuying x ArtistSongHistory 
Bg  SongSales; -4 

By AlbumSales, —1 

Bg,  GenreAlternative 
Bao  GenreChristian 

Bgg | GenreCountry 

Dg4,  GenreMetal 

Bas | GenrePop 

Bage | GenreRap 

Ba;  GenreR&B 

Bag  GenreRock 

Beg  MajorLabel 

Bg ig SongsNotOniTunes 
Bg44 WeeksSinceRelease 
Bo;  4thQuarter 

Boo X CompetingSongs 
Bg4 .DigitalGharing 


N = 226,963 
System-weighted H? = 897 
Cross-model correlation = 158 


Estimate SE 
1 541 196*** 
— 057 002*** 
029 001"*** 
— 000 001 
— 284 011*** 
— 193 006** 
051 002*** 
032 000*** 
893 001*** 
041 001*** 
— 046 007"*** 
— 049 009*** 
— 001 009 
042 006*** 
— 038 010*** 
— 011 002*** 
— 014 007* 
029 006*** 
212 005** 
— 187 016*** 
— 001 000*** 
054 005*** 
— 058 005*** 
— 034 005*** 
DV = SongSales,, 
Estimate SE 
029 020 
091 002*** 
023 002*** 
001 001 
028 002"*** 
007 001** 
907 001*** 
020 000*** 
003 005 
— 019 D06""* 
030 006*** 
— 022 005*** 
— 015 007** 
— 026 006*** 
031 005*** 
030 004*** 
278 003*** 
— 211 015 
~ 002 000** 
082 003*** 
— 040 006"** 
— 021 003*** 


*p= 10 
**o = 05 
p = 01 


Notes DV - dependent variables 
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The estimate belonging to DigitalBuying in the song- 
sales equation (B4) ıs 09 That is, for every 1% increase in 
the music download activity rate, the sales across the 1ndi- 
vidual songs 1n a bundle increase with 9% Given the value 
of the other parameters (the intercept 1s not significantly 
different from zero), all else being equal, this corresponds 
to an increase for the average bundle from approximately 
$400 1n song sales ın early 2005 to approximately $800 ın 
early 2007 that 1s attributable to the increased digital down- 
loading rate The shift to digital consumption 1s associated 
with a significant rise 1n song sales, thus providing strong 
support for Hj, 

While the percentage sales growth for song sales is 
higher than the percentage decline for album sales, the 
absolute sales 1ncrease for song sales remains substantially 
lower than the sales decline for album sales As a result, all 
else being equal, the weekly sales for the average bundle 
implied by the estimates for a, and B4 decrease to approxi- 
mately $4,000 [($13,000 — $8,500) — ($800 — $400)] over 
the course of the study pernod, a relatively large drop given 
that weekly bundle sales average approximately $12,000 
over the period (see Table 1) Taking into account the confi- 
dence intervals around both parameters, the difference 1s 
significant and well above $3,500 with 99% probability, 
lending strong support for H4. 

Tellingly, when expressed in unit sales, the predicted 
drop in album sales from 2005 to 2007 (approximately 300 
weekly units) is three quarters of the estimated gain in song 
sales per bundle Each album no longer bought 1s “traded 
in” for typically one, or perhaps two, songs bought This 
finding speaks to two of the main arguments given for H; 
People's tastes may converge a narrow set of components in 
a bundle, and the relatively low prices that online stores 
have set for those components may not give labels enough 
of a surplus under a mixed-bundling approach 

I lack the necessary information to give precise esti- 
mates of the 1mpact of the shift to mixed bundling on the 
profitability (rather than revenues) for record labels Online 
and offline retailers clam approximately 30% of music 
revenues The costs for labels are almost surely lower 
online because digital distribution costs are only a fraction 
of physical distribution costs, and the royalties paid to 
artists are typically less than $1 50 on digital albums, com- 
pared with approximately $2 25 on physical albums How- 
ever, per-unit revenues are also lower for digital albums 
($9 99) than for physical albums (approximately $14) Even 
if the labels’ profit margins on digital products exceed the 
35% gross margin typically attributed to physical albums, 
the estimated drop in revenues 1s almost certainly far too 
steep to make mixed bundling at least as profitable for the 
labels as pure bundling 

Extreme caution needs to be observed when extrapolat- 
ing these findings to values well outside the boundaries of 
the sample and the study period Nevertheless, it 1s informa- 
tive Simulations show that 1f the trends implied by the esti- 
mates in Table 2 were to continue at the same rate ın the 
future, the percentage of households that engage 1n (legal) 
digital downloading would need to increase dramatically to 
make up for the losses caused by the decreasing album 
sales Specifically, if album sales continue to decrease with 


6% and 1f song sales continue to increase with 9% for each 
1% increase 1n the digital buying rate, all else being equal, 
song sales per bundle will first surpass album sales per bun- 
dle when the digital music download penetration measure, 
DigitalBuying, 1s close to 25%, while the total sales per 
bundle will again match the totals 1n early 2005 when close 
to 40% of all households engaged in digital downloading 
The latter target seems a long way off given the penetration 
levels recorded by the NPD Group in early 2007 and given 
the slowing growth rates for products associated with music 
downloading (Apple Inc 2008) 


H, The estimates for a, and B show that the greater 
the number of songs 1n a bundle (NumberOfSongs), the 
higher are the album and song sales However, particularly 
given the uniform prices for recorded music—meaning that 
consumers benefit from but do not pay more for extra 
songs—the estimates seem low With each additional song, 
album sales increase with approximately 3%, and song 
sales increase with 2% This underscores the core problem 
of unbundling Most of the (on-average) 12 songs (see 
Table 1) 1n a bundle hardly move the needle 1n sales 

Do bundles with a larger number of songs have less to 
fear from the losses associated with unbundling, as Hə 
posited? The estimates for ;—03 and B,—B3 do not support 
this view The estimates for the interaction terms o4 and B3 
are not significant The rate with which album or song sales 
per bundle decrease over time appears to be unrelated to the 
number of songs on that bundle In other words, although 
bundles with a greater number of components may, objec- 
tively speaking, represent a higher dollar value, such bun- 
dies are just as much at risk from the shift to mixed 
bundling as bundles with fewer components The simple 
prospect of getting more 1tems for the same price does not 
appear to entice people to continue to buy certain bundles 


H; Providing some initial insight into how song sales 
drive album sales, the coefficient (4) for the variable 
SongSalesPattern 1s negative and significant In other 
words, the lower the concentration 1n song sales, the higher 
are album sales The value for the coefficient, — 28, 1ndi- 
cates that album sales are 2896 higher for albums with a 
completely equal distribution of sales across the album's 
songs (SongSalesPattern = 0) than for albums with a com- 
pletely unequal distribution of sales (SongSalesPattern = 1) 
(In the sample, the actual values for SongSalesPattern range 
from 00 to 93, see Table 1) Thus, the results support the 
1dea that, after other factors are controlled for, the most suc- 
cessful albums are those that contain several worthwhile 
songs One hit song does not make a hit album when people 
can purchase 1ndividual songs 

Is there an interaction effect, as implied in H5? The esti- 
mates for Œ}, &4, and Œs support this view In the album- 
sales equation, the coefficient for the DigitalBuying and 
SongSalesPattern interaction term (œs) 1s — 19 Taken 
together, the results indicate that sales for the album portion 
of the bundle decrease as the digital music buying rate 
increases—and particularly so for bundles with more con- 
centrated sales across 1tems Simulations show that, all else 
being equal, an album with a score of 86 on the 
SongSalesPattern variable (indicating a highly skewed dis- 


tribution of past sales across items) will have sales drop 
more than 20% faster over the course of the study period 
than an album with the average score for SongSalesPattern 
of 43 and more than 40% faster than an album with a low 
concentration score for SongSalesPattern of approximately 
20 In other words, bundles that are more even 1n their 
appeal indeed appear to suffer less from the shift to mixed 
bundling than those that have one or two items that “stand 
out from the pack”, for those albums, as hypothesized, 
people turn to buying individual items at a faster rate 


H4 The estimates for ArtistAlbumHistory (a = 05) and 
ArtistSongHistory (B4 = 03) are both significant and posi- 
tive In other words, not surprisingly, artists with a strong 
reputation are associated with higher revenues An album 
on the charts in the previous four years 1s “worth” approxi- 
mately 5% higher album sales per bundle, while a song on 
the charts 1s good for an additional 3% in weekly song sales 
per bundle Thus, a superstar artist with, for example, one 
hit album and two hit songs in the past four years 1s 
expected to generate approximately 11% [(1 x 5%) + (2 x 
3%)] higher sales per bundle This translates into $1,300 
(11% x $12,000) per week or $68,000 per year—still a rela- 
tively modest amount, which may speak to the short hfe 
cycles of artists and the fickle nature of audiences 

Do artists with stronger brands have less to fear from 
the losses associated with unbundling, as H, suggests? The 
estimates indeed support this view Consider the album- 
sales equation The coefficient for DigitalBuying (04) 1s 
— 06, the estimate for ArtistAlbumHistory (Og) ıs 05, and 
the coefficient for their interaction term (05) 1s 03 
Together, these results imply that sales for the album por- 
tion of the bundle are decreasing as the digital music buying 
rate increases, but particularly so for artists with a weaker 
reputation Simulations show that, all else being equal, an 
artist without any Billboard album chart hits 1n the previous 
four years could expect his or her weekly album sales per 
bundle to drop from approximately $12,600 to $7,600 as 
the digital download activity jumps from 2 5% to 9% over 
the course of the study period, while an artist with one 
album on the Billboard charts could expect his or her 
weekly album sales to decrease from approximately 
$14,000 to $9,700 Thus, the premium of having a hit album 
increases from $1,400 ($14,000 — $12,600) to $2,100 
($9,700 — $7,600) ın weekly album sales per bundle 

Similarly, as the estimates 1n the song-sales equation 
reveal, superstar artists on average also benefit—albeit only 
slightly—more from the growth ın song sales The coeffi- 
cient for DigitalBuying (Bj) 1s 09, the estimate for Artist- 
SongHistory (B4) 1s 03, and the coefficient for their inter- 
action term (Bs) 1s nearly 01 Thus, sales for songs in a 
bundle increase as the digital music buying rate 1ncreases, 
and particularly so for artists with a strong reputation The 
difference 1s not as pronounced as for the album-sales equa- 
tion All else being equal, an artist without any Billboard hit 
songs in the previous four years could expect his or her 
weekly song sales per bundle to increase from approxi- 
mately $400 to $750 over the course of the study period, 
while an artist with one Billboard Hot 100 hit could expect 
his or her weekly song sales to increase from approximately 
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$450 to $850 Here, the premium of having a hit song 
increases from $50 ($450 — $400) to $100 ($850 — $750) in 
weekly song sales per bundle—a statistically significant, 
but 1n absolute terms only modest, advantage 


Other Results 


Interactions between album and song sales ‘The esti- 
mates further show that album and song sales are dependent 
on their own lags—that 1s, past success breeds future suc- 
cess The coefficient belonging to AlbumSales, _ ; 1n the 
album-sales equation, Og, 1s. 89, and the coefficient belong- 
ing to SongSales, _ ; in the song-sales equation, Be, 1s 91 
Thus, there 1s a reasonably high level of carryover in 
recorded music sales, just as 1n other media industries (for 
evidence from the film 1ndustry, see Elberse and Eliashberg 
2003) 

In addition, there are significant effects across bundled 
and unbundled titles Lagged album sales drive song sales, 
and lagged song sales drive album sales First, B, the coef- 
ficient for AlbumSales, _ , 1n the song-sales equation, has a 
value of 02 Thus, all else being equal, a 1% increase 1n 
lagged album sales leads to an approximately 02% increase 
in song sales per bundle, perhaps because high album sales 
go along with more free publicity for an artist. In other 
words, the shift to digital music consumption has a direct 
and indirect negative consequence for the music industry 
Album sales per bundle decrease, and because album sales 
are associated with song sales, this decrease also appears to 
somewhat limit the growth 1n song sales The effect 1s small 
but significant 

Second, the value for o, the coefficient belonging to 
SongSales, _ , 1n the album-sales equation, ıs 04 Thus, all 
else being equal, a 1% increase 1n lagged song sales leads to 
an approximately 04% increase in album sales per mixed 
bundle With weekly average song sales per bundle dou- 
bling over the course of the study period, the estimate sug- 
gests that the growth 1n song sales accounted for an approxi- 
mate growth of 4% (100 x 04%) in album sales—or rather, 
it prevented an even steeper decline in album sales 


Control variables The estimates for 019, 04, Bg, and Bo 
cover the BUNDLE and CONTEXT vectors with control 
variables Regarding the bundle characteristics, the esti- 
mates reveal that bundles in the alternative, Christian, pop, 
rap, and R&B genres have relatively low album sales, and 
those in the metal and rock genres have relatively high 
album sales Similarly, bundles 1n the Christian, metal, pop, 
and rap genres have relatively low song sales, and those 1n 
the country, R&B, and rock genres have relatively high 
song sales Bundles that are released by one of the four 
major labels (MajorLabel) are associated with both higher 
album and higher song sales 19 In addition, an unavailability 
in the 1Tunes store decreases album and song sales (Album- 


10This is intuitive Major labels typically have a larger portfolio 


of projects and often stage elaborate mass-marketing campaigns 
before and around the launch of titles, while the independent 
Jabels usually focus more on developing artists, using grassroots 
techniques (e g, Elberse and Ofek 2007), which leads to lower 
average weekly sales 
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NotOniTunes and SongsNotOniTunes) The effect 1s the 
strongest for song sales, 1n which bundles with one or more 
songs not available on 1Tunes generate more than approxi- 
mately 2096 lower song sales than other bundles Further- 
more, both album and song sales decrease as the number of 
weeks since the release increases (WeeksSinceRelease) 
The percentage drop in song sales 1s slightly higher (the 
estimates are — 001 1n the album-sales equation and — 002 in 
the song-sales equation), which may reflect the higher 
"staying power" of albums 

With regard to the CONTEXT vector, the estimate for 
the 4thQuarter dummy confirms the seasonal nature of sales 
All else being equal, 1t accounts for a 5% increase 1n album 
sales per bundle and a slightly higher 8% jump ın song sales 
per bundle According to the estimates for Competing- 
Albums, — 06 in the album-sales equation, and Competing- 
Songs, — 04 for 1n the song-sales equation, every 1000-unit 
increase in the number of competing albums and songs 
leads to an approximate drop in album sales of 6% and a 
decrease in song sales of 4%, respectively Because the 
number of music recordings available through online stores 
increases rapidly, competition for audiences intensifies, cre- 
ating a downward pressure on the sales per bundle Finally, 
as expected, DigitalSharing, the percentage of households 
that engage in illegal music downloading, 1s negatively 
associated with album and song sales For each 1% increase 
in the penetration rate, expected album sales per bundle 
drop approximately 3%, and expected song sales per bundle 
drop approximately 2% As noted previously, the variance 
in DigitalSharing ıs lower than that in DigitalBuying, which 
contributes to the rising song sales The positive impact of 
the shift toward legal digital consumption appears to out- 
weigh the negative impact of file sharing on song sales per 
bundle 


Conclusion 


Conclusions and Implications 


Digital technology 1s fueling a trend toward unbundling of 
many kinds of information or entertainment products In 
this study, making use of the increasing rate of digital con- 
sumption, I quantify the revenue impact of unbundling 1n 
the context of the music industry and, gaining more general 
insights 1nto how consumers decide between competing 
mixed-bundled offerings, examune three possible modera- 
tors of that effect 

Although the existing economics and marketing litera- 
ture mostly emphasizes the benefits of a mixed-bundling 
versus a pure-bundling strategy, the study’s results provide 
strong evidence of the negative consequences of a shift to 
mixed bundling 1n digital channels for the recorded music 
business, given the existing pricing levels Specifically, I 
find strong support for the hypothesis that revenues for 
mixed bundles substantially decrease as music becomes 
increasingly consumed digitally Although the demand for 
individual songs 1s growing at a faster rate than the demand 
for albums ıs declining, the dollar amounts gained through 
new song sales remain far below the level needed to offset 


the revenues lost due to lower album sales According to my 
estumations, a drop of approximately one-third of the aver- 
age weekly mixed-bundle sales are directly attributable to 
increased digital music downloading activity from January 
2005 to April 2007, which confirms recent concerns about 
the recorded music business The unbundling of music 
online poses a significant risk to record labels, which, over 
time, will probably experience further erosion of revenues 

While the magnitude of this main effect may be specific 
to the music industry, the findings regarding possible mod- 
erators of the effect have a broader relevance for the 
bundling literature I do not find support for the first of 
three hypotheses that relate bundle characteristics to the 
revenue 1mpact of unbundhng Perhaps surprisingly, mixed 
bundles with a greater number of components (which, given 
that each 1s priced uniformly, directly expresses the bun- 
dle's total dollar value) do not appear to suffer less from the 
decrease 1n bundle revenues than those with a lesser number 
of components However, and I argue consistent with what 
assimilation and contrast theory prescribes about how con- 
sumers evaluate a set of alternatives, I find that bundle reve- 
nues decrease less the more bundles consist of items that 
are relatively consistent in their appeal Highlighting the 
importance of brands, the findings show that bundles by 
creative workers with a strong reputation suffer less from 
the decrease 1n revenues 

What are the implications for suppliers of information 
or entertainment goods, such as television programs, music 
songs, and magazine articles? First, content producers try- 
ing to avoid declining sales will likely benefit from having 
the flexibility to price mixed bundles as they deem fit—the 
key 1s to capture a high enough markup on individual com- 
ponents to make up for any lost revenues on bundles In 
theory, a mixed-bundling strategy cannot be suboptimal if 
sellers are free to price a bundle and its components opti- 
mally In the context of entertainment products, this proba- 
bly means nonuniform, and generally higher, prices for 
unbundled products Second, content producers could resort 
to simply refusing to offer their goods ın an unbundled form 
online (e g, Smith and Wingfield 2008) However, such a 
strategy may reduce consumers’ ability to learn about prod- 
ucts and their propensity to try those products, so effects 1n 
the long run are difficult to predict Third, a related strategy 
worth considering would be to sequentially release bundles 
and their components Studying the market for concert tick- 
ets, DeGraba and Mohammed (2000) show that by initially 
selling goods only in bundles and subsequently selling 
unsold units 1ndividually, a seller can create a buying frenzy 
in which profit 1s higher than 1t would be 1f all units were 
sold individually at their market clearing prices In their set- 
ting, high-valuation customers bought a bundle because 
they expected quantity rationing when units were sold indi- 
vidually Although selling out ıs impossible with digital 
goods, ^windowing" 1s a common strategy for entertain- 
ment products because their value often sharply decreases 
with time, and many loyal fans are willing to pay more to 
access content before others do 

In general, the study's findings should prompt suppliers 
of information goods to rethink the design, and perhaps the 


very essence, of a bundle For example, although the num- 
ber of items does not appear to be a factor, 1t seems that 
offering consistent bundles helps limit any losses due to 
unbundling In the context of the music industry, this 
implies that the common practice of bundling—for exam- 
ple, 11 marginally appealing titles with 1 highly attractive 
“hit” item in the hopes that the latter will drive bundle 
sales—may quickly lose 1ts power Perhaps counterintu- 
itively, ın the future, content producers may be better off 
releasing a (mixed) bundle with only the 11 less appealing 
items and selling the highly attractive title separately Simi- 
larly, providers may 1ncreasingly want to give preference to 
quality over quantity and design smaller bundles if elimi- 
nating items means that the quality 1s then more evenly dıs- 
tributed The findings further imply that 1t may benefit con- 
tent producers to 1nvest more 1n developing and marketing 
bundles made by established artists and to resort more to 
single-item releases for creative workers without a strong 
reputation 


Future Hesearch Avenues 


Further empirical research into the impact of the shift to 
mixed bundling in online channels and the optimal design 
of mixed bundles ın those settings, particularly bundles with 
many items, 1s needed The current study has some limita- 
tions that future research efforts could address First, this 
study could not fully distinguish between the effect of dif- 
ferences 1n price levels and the varying formats ın offline 
versus online channels That 1s, had the market for recorded 
music been characterized by other price levels for bundles 
and individual bundle components (e g , $1 99 rather than 
$ 99 for individual songs or upward of $15 rather than 
$9 99 for digital albums) or by a different pricing structure, 
it 1s plausible that the study would have yielded more (or 
even less) favorable results for a mixed-bundling strategy 
Although this affects only the main effect documented 
here—the limitation should not influence the direction of 
the results regarding the moderators and, thus, the 
research's theoretical contributions—further research could 
more explicitly examine the relationship among (actual or 
optimal) pricing levels, bundling strategies, and sales In the 
music industry, 1Tunes’ recent move to three-tiered pricing 
(an April 2009, ıt decided to allow labels to price songs at 
$ 69, $ 99, or $1 29) may offer some initial opportunities 1n 
that regard Second, if such data are available, 1t would be 
worthwhile to examine the implications of unbundling at 
the level of individual consumers instead of the market 
This would help broaden the understanding of exactly how 
consumers evaluate bundles and what that implies about the 
factors that determine the extent to which firms can benefit 
or are at msk from unbundling Third, more generally, the 
music industry 1s extreme in how much to date it has been 
affected by the growing popularity of the Internet The 
peculiar nature of the music industry raises questions about 
the external validity of the study Therefore, additional 
research on unbundling in other settings 1s much needed 
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